pus. APY SEP 6 


THE JOURNAL OF 
AND & PUBLIC UTILITY 
ECONOMICS 


LB 











1940 











MAJOR ARTICLES 


The Farmer in the Groupistic Regime HEnry C. TAYLOR 
Corporate Taxes and the Assessment of Utility Operating Property. JAMES W. MARTIN 


Urban Decentralization Homer Hoyt : 


Crop Insurance and Farm-Income Stabilization .................. J. C. CLENDENIN 
I. Shall Going Value Be Included in the Rate-Base? ............ IRSTON R. BARNES 
European Insurance Companies and Real Estate Cortiss L. PARRY 


II. Types and Methods of Railroad Financing, 1920-1938 
HERBERT E. DOUGALL and LorING C. FARWELL 


I. Agricultural Finance in the United States HAROLD W. TORGERSON 
A Continuous Real Property Inventory HOWARD WHIPPLE GREEN 
The Public Corporation as a Regulatory Device D. F. PEGRUM 


DEPARTMENT ARTICLES 


Dephonne Foaming 25. os) oo ss kth gp phe dass peda deg ond F, STUART FITZPATRICK 
New York City Revises Its Zoning Ordinance CHARLES S. ASCHER 
Avoiding the “Census Jitters” WILLIAM L. BAILEY 
State Regulation of Flood-Plain Use GILBERT F. WHITE 
Extended Functions for Institutional Landowners CHARLES L. STEWART 
Construction Cost Indexes for Utility Industries ................ C. EMERY TROXEL 
Rate-Making by Interim Order ..... epee tip pecceeebeedeeecenybenens A. L. STEIN 





VOLUME XVI, NUMBER 3 AUGUST, 1940 PRICE $1.50 A COPY 














SOCIAL RESEARCH 


An international quarterly, founded in 1934, published by the 
GRADUATE FACULTY OF POLITICAL AND SOCIAL SCIENCE 
of the New School for Social Research, New York 


Contents for September 1940 (Volume 7, Number 3) 
Treachery in War 
Industrialization of Young Countries and the Change in the International Division of Labor 
The Worship of Bigness: Are the Small Nations Doomed? ...............eeceeeccceecctecees ARTHUR FEILER 
Emil Lederer, 1882-1939: I. The Sociologist THE GRADUATE FACULTY 
In Reply to Carl Mayer on Anti-Judaism (Note) 
In Quest of a Program for American Progressivism (Note) 
Book REVIEWS 
Published in February, May, September and November 
Subscription $3 a year (Foreign $3.50)—Single copies 75 cents 


66 West 12th Street, New York, N.Y. 














THE JOURNAL OF 
POLITICAL ECONOMY 


Edited by JACOB VINER and F. H. KNIGHT 
Department of Economics, The University of Chicago 


Leading Articles in the August Issue: 


ELEMENTS OF A THEORY OF INVENTORY. 
By E. S. Shaw 
ADAM SMITH’s EMPIRICISM AND THE LAW OF NATURE. Part I. 
By Henry J. Bittermann 
NOTES OF THE THEORY OF DUOPOLY., 
By George J. Stigler 
“THe INsTITUTIONAL MAN. 
By Harvey Pinney 
HICKs AND THE TIME PERIOD CONTROVERSY. 
By William Fellner and Howard S. Ellis 
Extensive notes ona variety of subjects. Forty-five pages of book reviews. Founded in 1892. Pub- 
lished bi-monthly: February, April, June, August, October, December, Subscription $5.00 
per year. Canadian postage, 25 cents; foreign postage, 55 cents. Single copies, $1.00. 


The University of Chicago Press 5750 Ellis Ave., Chicago, IIl. 




















THE JOURNAL 
OF LAND & PUBLIC UTILITY 
ECONOMICS 


CONTENTS 


AUGUST, 1940 





The Farmer in the Groupistic Regime 


Corporate Taxes and the Assessment of Public Utility 
James W. Martin......... 


Homer Hoyr 


Operating Property 
Urban Decentralization 
Crop Insurance—An 


Experiment 


in Farm-Income 


5h ia Wind 8h ees ine VaR CNL ORE K OE J. C. CLENDENIN 
Irston R. Barnes 


European Insurance Companies and Real Estate: 


With Particular Reference to Housing 


A Review of Railroad Financing, 1920-1938: II. Types 


and Methods of Financing 


Coruiss L. Parry 


HeErBeErT E. Dovucatt and 


Lorine C. FARWELL 


II. Agricultural Finance in the United States 
Origin and Development of a Continuous Real Property 


Inventory 


The Public Corporation as a Regulatory Device 


Urban Land 
Defense Housing 


Howarp WHIPPLE GREEN.. 


DEPARTMENTS 


New York City Revises Its Zoning Ordinance 
Avoiding the ‘“‘Census Jitters” 


Land Resources 


State Regulation of Flood-Plain Use 


D. F. Pecrum 


GILBERT F. WHITE 


Extended Functions for Institutional Landowners. .CHarLes L. STEWART 


Public Utilities 


Indexes of Construction Cost for Public Utility In- 


dustries 


C. EMery TROXEL 


Rate-Making by Interim Order 


Book Reviews 





PUBLISHED QUARTERLY BY NORTHWESTERN UNIVERSITY 
DURING THE MONTHS OF FEBRUARY, MAY, AUGUST, AND NOVEMBER 





Publication office: 450 Ahnaip St., Menasha, Wis. 


Editorial and General offices: Northwestern University, School of Commerce 


The contents of the Fournal are indexed in the Industri 


Entered as Epo tee master, 
anuary 3, 1938, at the post-office at 
Meaty 3 Wis, under the Act of 
March 3, 1879. Additional entry at 
Chicago, Illinois. Acceptance for 
mailing at special rate of postage 
provided for in section 1103, Act of 
October 3, 1917, authorized October 
12, 1922. Printed in the United 
States of America. 


Subscription Rates: $5 a year; 
$1.50 a copy. Remittances may be 
made by personal checks, drafts, 
post-office or express money orders, 

ayable to the Journal of Land & 
ublic Utility Economics. 


nts of the Journal in Great 
Bain B. F. Psst & Brown, 


» 337 East Chicago Ave., Chicago, Ill. 
Sans Index. , . 


Ltd., 28-30 Little Russell St., British 
Museum, London, W. C. 1. 


Copyright: Contents of this issue 
are covered by copyright, 1940, ° 
by Northwestern University. Copy- 
right, 1940, in Great Britain. 


Advertising rates furnished on 
application. 














THE JOURNAL OF 
LAND & PUBLIC UTILITY ECONOMICS 
Founded by Ricuarp T. Ety 
Published by Northwestern University 


BOARD OF EDITORS 


Morton Boprisx, Chairman 
Former Member, Federal Home Loan Bank Board; 
Executive Vice President, United States Savings 
& Loan League; Professor of Real Estate, North- 
western University. 

GraHAM ALDIS : 
Aldis & Company, Chicago; former President 

Building Owners and Managers Association of 
Chicago; Lecturer in Real Estate, Northwestern 
University. 

Freperick S. DEIBLER Pee 
Professor of Economics, Northwestern University. 

Ricnarp T. Ety , 

Honorary Professor of Economics, Northwestern 
University. 

Frep T. GREENE 
Former Deputy Governor, Federal Home Loan 
Bank Syncs: now President, Federal Home Loan 
Bank of Indianapolis. 

Ratpx H. KASTNER ss : 
Associate Counsel, American Life Convention; 
Chairman, Life Insurance Law Committee, 
American Bar Association. 

JosErH LARONGE 
President, Joseph Laronge, Inc.; member, Board of 
paen, National Association of Real Estate 

oards. 





E. W. MorEHOvsE 


R N 
Chicago Title & Trust Company; Lecturer in 
Finance, Northwestern University. 

Pavut JEROME RAVER . 
Administrator, The Bonneville Project; Professor 
of Public Utilities, Northwestern University. 


. RICHARDS . 
President, Federal Home Loan Bank of Pittsburgh; 
former Instructor in Finance, Ohio State and 
a Universities. 


. SMITH 
Chairman of the Board, Middle West Service Co.; 
President, Middle West Corporation. 

y C. TAYLOR . 
Director, Farm Foundation, Chicago. 

Homer B. VANDERBLUE 
Dean, School of Commerce, Northwestern Uni- 
versity. 

GrorcE S. WEHRWEIN 
Professor of Agricultural Economics, University of 
Wisconsin. 

W. Watrer WIiLLiaMs ous: 
Former President, Mortgage Bankers Association 
of America; President, Continental, Inc., Seattle; 
President, Seattle Chamber of C 

HELEN C. Moncnow, Managing Editor. 





The contributors to this number include: 


Henry C. Taylor, Chicago, Illinois. 


James W. Martin, Director, Bureau of Business Research, University of Kentucky. 

Homer Hoyt, Consulting Economist, New York City. 

J. C. Clendenin, Assistant Professor of Finance, University of California, Los Angeles. 
Irston R. Barnes, Assistant Professor of Economics, Yale University. 

Corliss L. Parry, Evening lecturer in investments of insurance companies, Columbia University. 
Herbert E. Dougall, Associate Professor of Finance, Northwestern University. 

Loring C. Farwell, Graduate Assistant in Finance, Northwestern University. 

Harold W. Torgerson, Assistant Professor of Finance, Northwestern University. 

Howard Whipple Green, Director, Real Property Inventory of Metropolitan Cleveland, In- 


corporated. 


D. F. Pegrum, Associate Professor of Economics, University of California, Los Angeles. 
F. Stuart Fitzpatrick, Manager, Construction and Civic Development Department, Chamber 


of Commerce of the United States of America. 


Charles S. Ascher, Social Science Research Council. 
William L. Bailey, Professor of Sociology, Northwestern University. 


Gilbert F. White, Washington, D. C. 
Charles L. Stewart, University of Illinois. 
C. Emery Troxel, Wayne University. 


A. L. Stein, Assistant Attorney General, State of Illinois. 

Scott Keyes, United States Housing Authority, Washington, D. C. 

William H. Doughty, Partner, Aldis & Company, Chicago, Illinois. 
Joseph Ackerman, Farm Foundation, Chicago, Illinois. 

Herbert D. Simpson, Professor of Public Finance, Northwestern University. 
Stanley Berge, Lecturer in Transportation, Northwestern University. 


























THE JOURNAL OF 
LAND & PUBLIC UTILITY 


ECONOMICS 


AUGUST 
1940 


VOLUME XVI 
NUMBER 3 


The Farmer in the Groupistic Regime 
By HENRY C. TAYLOR* 


i THIS paper especial attention is 
given to the interoccupational distri- 
bution of goodsand services, as influenced 
by the limitation of competition. The 
farmers’ major economic problem in re- 
cent years has had to do with the ratio 
at which farm products have exchanged 
for the goods and services of those en- 
gaged in other occupations. Much of the 
time since 1921, at least five carloads of 
farm products have been sent to the city 
in exchange for the quantities of city 
products received prior to the World 
War for four carloads of farm products. 
These exchanges are dealt with in eco- 
nomic statistics largely in terms of price 
ratios. In using the price figures, it is of 
vital importance to keep in mind that 
the improvement of price ratios may not 
help the farmer materially if he simply 
sends less goods to the market in order 
that the price he receives may be more 
nearly comparable to the price he pays. 
The thing which is required to improve 
the well-being of farmers is an increased 
production of city goods to be exchanged 
for farm products on a basis which will 
provide an abundance of all kinds of 


* Chicago, Illinois. 


products for all producers in the city and 
in the country, in proportion to the skill 
and energy contributed by each. 

We are speaking here of farmers en- 
gaged in commercial agriculture. The 
farmers who produce primarily for the 
satisfaction of their own wants are, of 
course, little affected by the ratios of ex- 
change. Their well-being depends upon 
their opportunity and their efficiency as 
producers. This is true of a very high 
percentage of the farmers of the world 
today, particularly in India and China. 
It is true, also, in many of the less fertile 
regions of the United States. No place 
has been found, however, where self- 
sufficing farmers are able to secure a high 
living standard. Of these we are not now 
speaking, but rather of the farmers in 
the fertile regions where cotton, corn, 
wheat, tobacco, fruits, vegetables, dairy 
products, meat, and wool are produced 
in large quantities primarily for the mar- 
ket, and where the farmers buy in the 
channels of commerce most of the things 
they consume, as well as the tools, ma- 
chinery, fertilizer, etc., required for pro- 
duction. 

For the commercial farmer, the quan- 
tity he may produce and the ratio at 
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which he may exchange his products for 
the goods and services of others deter- 
mine his well-being. Commercial agri- 
culture gives the only hope for high liv- 
ing standards for farm people, but this 
hope can be realized in full only under a 
national economy which insures an equi- 
table basis of exchange of the goods or 
services of one occupational group for 
the goods and services of the others. The 
classical economists believed that, with 
freedom of enterprise, competition would 
result in the production of abundance of 
all kinds of goods and their exchange at 
fair ratios, that the relative prices of the 
various products would be such that 
the producer of each of the various 
goods and services would receive in ex- 
change for his products a supply of the 
products of others, in proportion to his 
contribution to others. But the discov- 
ery that certain producers and service 
agencies possessed the power to limit 
competition, and thus influence prices, 
revealed the fact that competition could 
not always be depended upon to insure 
fair exchange ratios for goods and serv- 
ices. This led to the imposing of govern- 
ment restrictions intended to restore 
competition or to guarantee fair prices 
where monopoly is inevitable. The Sher- 
man Anti-Trust Law, the Federal Trade 
Commission, and the Interstate Com- 
merce Commission embodied major pre- 
war efforts of the United States Govern- 
ment to maintain fair prices. 


The Problem and Proposed Programs 


The problem of securing greater eco- 
nomic well-being for farmers has been 
approached first from one angle and then 
another. During the first decade of the 
20th century, the farm leaders and agri- 
cultural economists of the United States 
assumed that competition, supplement- 
ed by governmental control of monopo- 
lies, could be counted upon to provide 
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a fair basis of exchange of their products 
for the products of those in other occu- 
pations. Their attention was directed al- 
most wholly to the problem of efficiency 
in production. Their studies included the 
economical size of farms, the right com- 
bination of enterprises with a view to 
maximum economy in the utilization of 
labor and equipment, questions pertain- 
ing to the relation of landlord and ten- 
ant, and the means of acquiring land 
ownership on the part of farmers 
through savings from their profits and 
the use of credit facilities. 

During the second decade of the pres- 
ent century, the focus of interest of farm 
leaders and agricultural economists was 
shifted to the problem of agricultural 
marketing. Farmers had come to believe 
that the benefits resulting from increas- 
ing efficiency in production were being 
absorbed by middlemen. Government 
regulation was urged not only of railway 
rates, but also of the charges for market- 
ing facilities and services. Cooperation 
was advocated as a means of reducing 
the middlemen charges in buying as well 
as in selling. In the local processing and 
marketing of farm products, the cooper- 
atives were highly successful in reducing 
local middlemen charges. For a few years 
after the World War, cooperation was 
even looked upon by many popular lead- 
ers as the method to be followed in main- 
taining fair exchange ratios between 
staple farm products, such as wheat, 
cotton, and tobacco, and the things 
which farmers buy. 

The third decade of this century re- 
vealed clearly that, although farmers 
were increasing their efficiency in pro- 
duction and marketing, they were ob- 
taining an ever decreasing per capita 
share of the national income. In the pe- 
riod from 1910-14, farmers and their 
families representing 34% of the total 
population received 17% of the total na- 
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tional income. In the period from 1930- 
34, the agricultural population was 
25.2% of the total and agriculture re- 
ceived only 8.7% of the total national 
income (Table I). 

The study of the ratio at which goods 
were exchanged, in terms of price ratios, 
showed that, following the depression of 
1921, the prices of the things farmers 
buy remained relatively high, whereas 
the prices of farm products fell to low 
levels. The maintenance of the high 
prices of the things farmers buy was at- 
tributed in part to a relaxation of the 
efforts of the Department of Justice and 
the Federal Trade Commission to main- 
tain competitive conditions among pro- 
ducers, and in part to the development 
of institutes, the function of which was to 
bring together the leaders in each line of 
production or distribution for the pro- 
motion of their common interests, and 
particularly to so limit production as to 
give their products a high ratio of ex- 
change for the products of others. These 
institutes are believed to have wielded 
considerable influence during the period 
from 1921 to 1929 in reducing price com- 
petition in a very large number of lines 
of production. The protective tariff, 
which in itself accounted for the limited 
supply and high prices of many prod- 
ucts, provided a national setting for the 
system of limitation of competition and 
price control. 
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Competition Limited 

Organized labor, sheltered by the im- 
migration laws and aided by federal leg- 
islation, has been successful in maintain- 
ing wage rates on a high level. For the 
five years, 1930-1934, wage rates per 
hour were 102% above the prewar level, 
whereas the cost of living was only 46% 
higher than the prewar level. On the 
other hand, for the same period, the 
prices received for farm products were 
12% below prewar prices and the prices 
farmers paid for food, clothing, building 
material, machinery, fertilizer, and other 
supplies required in farming were 22% 
above prewar prices. Thus, while the 
purchasing power of the wage scale was 
38% above prewar, the purchasing pow- 
er of farm products was 28% below. (See 
Table II and Charts I and II.) 

While labor and capital were finding 
means of maintaining wages and prices 
behind tariff walls, the major staples of 
agriculture were still produced for for- 
eign as well as for domestic markets, and 
benefited neither by the protective tariff, 
the immigration law, nor by concerted 
action in maintaining prices. The prices 
of the things farmers sell continued to 
be determined by free competition, 
whereas the prices of the things they buy 
were more and more subjected to group- 
istic control; hence the ratio at which 
farm products exchanged for city prod- 
ucts was unsatisfactory to the farmer. 


TABLE I. AGRICULTURE’S SHARE OF THE NATIONAL INCOME* 
(Averages for 5-year periods) 





Years 


Total 
National 
Income 


(Millions) 


Agricultural Income 





Amount 
(Millions) 


Per Cent 
of Total 


Total 
Popula- 


tion 
(Thousands) 


Farm Population 





Number 
(Thousands) 


Per Cent 
of Total 





Ig10-14 
1915-19 
1920-24 
1925-29 
1930-34 


$30,067 
46,575 
62,739 
76,204 
55,906 





$5,108 
8,939 
8,335 
8,407 
4,881 








17.0% 
19.2 
13.3 
11.0 
8.7 





945374 
101, 466 
109 ,040 
117,364 
124,351 





32,105 
31,904 
31,486 
30, 532 
31,349 





34.0% 
31.4 
28.9 
26.0 
25.2 





* Source of data: United States De 


Income,” October, 


» 1935- 


partment of Agriculture, Agricultural Adjustment Administration, “Agriculture’s Share in the National 
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Farmers Enter the Groupistic Struggle 


When the agricultural economists 
saw clearly that the major difficulty was 


TaB_e II. ANNUAL INDEx NUMBERS OF THE 
Prices Farmers RECEIVED, Prices Farm- 
ERs Paip, Hourty Earnincs oF WaGE 
Workers (Exc.usivE oF AGRICULTURE), 
Cost or Livinc, AND Factory 
PayYROLLs, 1910-1939* 








1910-1914= 100 1913=100 





Hourly | Cost | Factory 
Earnings| of | Payrolls 
of Wage | Living| (Esti- 
Workers mated) 


(3) (4) (5) 


Prices | Prices 
Farmers | Farmers 
Received} Paid 


(1) (2) 


1910 98 
I9II 95 Io 
1912 100 100 
1913 IoI 
1914 100 





1915 105 
1916 124 IIo 
1917 149 130 
1918 176 152 
1919 202 219 


1920 201 262 
1921 152 216 180 169 
1922 149 207 169 181 
1923 152 216 172 230 
1924 220 173 214 


1925 225 177 226 
1926 227 179 233 
1927 230 175 229 
1928 230 173 231 
1929 232 173 246 


1930 227 169 200 
1931 124 216 154 151 
1932 107 184 139 104 
1933 109 177 132 112 
1934 123 200 137 144 


1935 125 
1936 124 


205 141 165 
209 142 192 
1937 130 230 147 229 
1938 122 232 145 174 
1939 121 203 




















* Sources of data: 

Cols. (r) and (2). U. S. Dept. of Agr., Agate Statistics, 
1939, Pp. 496-7; and current issues of U. S. Dept. of Agr., The 
Agricultural Situation. 

Col. (3). Computations based on data given in U. S. Dept. of 
Agr., Agricultural Statistics, 1939, p. 506. 

Col. (4). Computations based on data given in U. S. Dept. of 

bor, Bur. of Labor Statistics, ‘Changes in Cost of Living,” 
Serial No. R. 1023, Sept. 15, 19390. 

Col. (5). Computations based on data given in U. S. Dept. of 
Labor, Bur. of Labor Statistics, ““Employment and Payrolls,”’ 
Serial Nos. R. 1007, Aug., 1939 and R. 1083, Jan., 1940. In 
estimating these index numbers, the assumption was made 
that the average level of hourly earnings (Col. §)) and of 
factory payrolls was the same in the 1924-28 period. 
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arising not so much from low prices for 
farm products as from the high prices 
paid for the things the farmers buy, they 
started an educational campaign. Month 
by month, price ratios were published. 
The index of farm prices was placed 
alongside the index of the prices of 
things which farmers buy. This educa- 
tional work was effective. It was not long 
until the center of interest of the more 
alert agricultural leaders shifted to the 
problem of parity prices. More favorable 
price ratios and parity incomes for farm- 
ers became the goal. But how were par- 
ity prices to be secured—through level- 
ing down or leveling up? 





CHART I 
ANNUAL INDEX NUMBERS OF THE PRICES FARMERS 
RECEIVED ANDO OF THE PRICES FARMERS PAID, 
UNITED STATES, 1910 - 1939 





1910-14 = 100 
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RECEIVED 
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The leveling up of the prices of farm 
products through limitation of produc- 
tion might produce balanced scarcity. 
Leveling up the quantities of industrial 
products to be exchanged for the given 
supply of farm products might produce 
balanced abundance, but this terminol- 
ogy had not yet been developed. Among 
the leaders there were those who be- 
lieved that the solution of the problem 
lay in leveling down the prices of things 
farmers buy through a frontal attack 
upon excessive protective tariffs and 
upon price-fixing in industry, as well as 
upon excessive charges for middlemen 
services. Others contended that under 
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CHART IL 
ANNUAL INDEX NUMBERS OF HOURLY EARNINGS OF WAGE 
WORKERS (EXCLUSIVE OF AGRICULTURE),,COST OF LIVING, 
AND FACTORY PAYROLLS, UNITED STATES, 1913-1939 
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the administration then in power (1921- 
1932), it would be futile to call for so 
sound a political economy because of the 
opposition of industrial capital and la- 
bor; that the only hope lay in a “‘back 
door attack” upon the tariff by asking 
for “equality for agriculture” through 
an equalization fee and by counterbal- 
ancing the restriction in production in 
other occupations by the restriction of 
agricultural production. No one among 
the agricultural economists or prominent 
farm leaders of the time claimed this to 
be good political economy, but in the end 
all agreed that it was the only available 
expedient. They believed it necessary for 
farmers to participate in the groupistic 
struggle if they were not to be exploited 
continuously. They hoped that the eco- 
nomic war among the groups might lead 
to a peace and that justice might prevail. 

Samuel Gompers helped give this 
groupistic turn to the agrarian move- 
ment. At the National Agricultural Con- 
ference in Washington in January, 1922, 
Gompers described the methods used by 
organized labor. He explained to the 
farmers that he had advised laborers to 
take all their punishment in unemploy- 
ment rather than in wage reduction. He 
then pointed his finger at the assembled 
farmers and said, “Go thou and do like- 
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wise.” Thus, it came to pass that farm- 
ers entered the groupistic struggle call- 
ing for price controls in the form of the 
McNary-Haugen Bill, the Export De- 
benture Scheme, and the Domestic Al- 
lotment Plan, all of which had for their 
purpose the restoration of price ratios 
and the reestablishment of parity in- 
comes for farmers. 

The Federal Farm Board, established 
in 1929, was the first actual response by 
government to this demand of the farm- 
ers. It was not what the farmers had 
asked for and it was not a success, but 
its failure was not attributable to any 
lack of willingness, interest, or ability on 
the part of members of the Board. They 
were assigned an impossible task, and 
nature did not give them a break. With 
a change in administration in 1933, the 
Government did not reverse the trend 
and turn to the restoration of the com- 
petitive system, but rather put on full 
steam ahead to solve the economic prob- 
lem through artificially created scarcity. 
The Farm Board was replaced by the 
Agricultural Adjustment Administra- 
tion which, when supplemented by spe- 
cial laws providing for loans on cotton 
and other products, carried forward the 
major market-control practices of the 
Farm Board, and adopted the principle 
of limitation of production which had 
been urged by the Farm Board as neces- 
sary to market stabilization. In general, 
the purpose of the AAA was to put the 
farmers in a position to hold their own in 
the interoccupational groupistic conflict 
over the interoccupational distribution 
of the national income. (See Table III.) 

But no sooner was the AAA created 
than the NRA was set up to consolidate 
and legalize all that had been gained 
clandestinely and otherwise by both la- 
bor and capital through wage and price 
control. In one year, the NRA made 
more progress toward unification of the 
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TaBLE II]. PERCENTAGE DisTRIBUTION OF THE NATIONAL 


Income Pap Ovt, 1934* 








Compensation of Employees 





Salaries 
Total and 
Wages 


Salaries | Wages 


Entrepre- 
neurial 
Pay- 
ments 





Coal, anthracite 
Coal, bituminous 
Metal 


Oil and gas 


Manufacturing 
Food and tobacco 
Paper, printing and publishing 
Textiles and leather 
Construction materials and fur- 


€ 
— and petroleum refin- 


Siceie and metal products. . 
Miscellaneous and rubber 


Construction 
Transportation 
Steam railroads, Pullman and 
Steam railroads 


Railway express 
Water transportation 
Motor transportation 
Street railways 
Air transportation 
Pipe lines 


Communication 


Telegraph 
Electricity and manufactured gas 


Wholesale 
Retail 


Finance 


Service Industries 
Professional 


Recreation and amusement... 
Domestic 
Miscellaneous 

Government 

Agriculture 





67.9 
82.3 
83.5 
48.7 
48.1 
53-3 
61.1 
54-7 
53.6 
76.4 


69.7 
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97-5 
115.2 
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41.7 
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37.6 
79.6 
15.8 


Siaae 
LIT Il 














-  & 
ner ODHD WH 
+ © 


sd vo _ | 
OOD COWIWKNO OUWN 


J ese & 


°o Oo 


© CONDO DOHIADL 


HOU AR COHAN HHAD 


minO0wO00 Onnn® 


° ° cof O CO~] & CO COCO & 0O 


Aw 


-_ 





ae Yak Pnw 
FOOD COOUOWA~ATILP 


NNR 


-_ 


low 


to 
000 6 3 PReHOD 
IAI A ADK CWOOUONS AD A 


m Fo mv 


“Ow” & 


-_ 


MH WIAD © 


> 


iS) 
2 


=~10 00 


o0OfROO 
ee Pvorwy +O £00800 


++ 


wa 
+ 





78.8 





Hperho IQ OW KO 
Nn ONOO AIF CO~I CO 


0 O WHD W& 
oO 44ND 





* U.S. Dept. of Commerce, Bur. of ‘Foreign and Domestic Commerce, “National Income in the United States,”’ 1929-35, 1936. 
t Includes commissions and agents’ compensation 
Interest on corporate long-term debt and on individuals’ mortgages. 


§ Net rentals of individuals. 





FARMERS AND GROUPISM 


various branches of industrial produc- 
tion than had been made in 12 years in 
Italy. The NRA had in it the potential- 
ity of more than counterbalancing any 
help the AAA could possibly give to the 
farmers. 

In May, 1935 the Supreme Court 
chloroformed the NRA and in January, 
1936 the major part of the AAA was de- 
clared unconstitutional. Since the NRA 
was brought to a close, industrial man- 
agement has again found itself intermit- 
tently subject to the Sherman Anti- 
Trust Law and the Federal Trade Com- 
mission. Agriculture has been given a 
new AAA intended to accomplish the 
purpose of the original act. Labor has 
been given the Wagner Act which may 
prove more effective than the NRA in 
giving organized labor control over wage 
rates and conditions of labor. The seri- 
ous question which arises alike with re- 
spect to the AAA and the Wagner Act 
relates to whether higher prices for farm 


products secured through artificial scar- 
city and high wage rates per hour accom- 
panied by widespread unemployment 
can be expected to provide better living 
standards for either the one or the other 
of these two groups of working people. 


The Interdependence of the Groups 


While wage rates per hour have re- 
mained high, payrolls have been at a low 
level much of the time. High wage rates 
have been accompanied by widespread 
and protracted unemployment. Unem- 
ployment has lessened the demand for 
farm products without a corresponding 
relaxation in the prices of the things 
farmers buy. The wage rates per hour in 
industry, in transportation, and in the 
middlemen services determine, in a large 
measure, what farmers pay for what they 
buy; but it is not the wage rate per hour, 
but the size of the payrolls and the number 
employed which determine the demand for 
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farm products. The wage policy of the 
leaders of organized labor looks too ex- 
clusively to the welfare of a limited 
group of workmen. It not only fails to 
give adequate recognition to the inter- 
ests of consumers, but often fails to rec- 
ognize the best interest of labor as a 
whole. The farmer may find a common 
cause with labor in maintaining stable 
real incomes for both laborers and farm- 
ers. 

Although the system of limitation of 
competition in other occupations led 
farmers to call upon the government to 
help them introduce the AAA system of 
production and marketing control with a 
view to securing parity prices for their 
products, was the government right in 
responding to this request? Is it in the 
interest of the general welfare? Can the 
standard of living of the people of a na- 
tion be satisfactory where everyone is in- 
sisting upon producing less in order to se- 
cure higher wage rates and higher 
prices? The obvious answer to all these 
questions is no. Many of those who are 
participating in the intergroup struggle, 
in which each group is trying to get more 
and more for less and less, realize the ul- 
timate futility of the struggle. They 
know that the need is for a balanced 
abundance instead of an all-round scar- 
city encouraged by the Government. 
There are those who question the wis- 
dom of trying to return to the competi- 
tive system, but they are vague as to an 
alternative. There are others who believe 
the return to the competitive system is 
the best way out of our difficulty; that 
excessive and unequal limitation of price 
and wage competition has brought about 
the present depression; that restoration 
of competition with adequate safeguards 
is the quickest and safest way to open 
the road to full employment, full pro- 
duction, and a balanced abundance. 

The question which farm economists 
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and agricultural leaders have had to face 
is this: Shall we make a frontal attack 
upon the methods used by industry and 
labor to limit competition and maintain 
rigid prices and wage scales or shall we 
continue to endeavor to find a means of 
limiting agricultural production in such 
a manner as to maintain the prices of 
farm products on a parity with the prices 
of things farmers buy? 

The two things of basic importance in 
any future economic system are the abunda- 
ance of economic goods and the ratio at 
which the products of the various occupa- 
tions shall be exchanged. Many economic 
thinkers appear to see nothing beyond 
the adjustment of the conflicting inter- 
ests involved in the distribution of the 
factory sales price of a specific product 
among the labor, capital, and manage- 
ment of that enterprise. The fact that the 
price of the particular good should have a 
just relation to the prices of other kinds of 
goods produced by other people in other oc- 
cupations has been too largely overlooked. 

Agricultural leaders have gradually 
learned that the forces which determine 
the ratio at which their goods exchange 
for the products of other occupations is 
determined by forces over which they 
personally have little control, by forces 
of nature, and by forces which are con- 
trolled by the representatives of the 
other occupations. The problem which 
confronts them today is whether or not 
they can find any means of adjusting 
price ratios and at the same time con- 
tinue to produce abundantly. 


Intergroup Cooperation 


Leading agricultural economists be- 
lieve that the true solution lies in a more 
abundant production of the things farm- 
ers may buy, under conditions of freer 
competition both with respect to prices 
and the elements of cost of production, 
transportation, and middlemen charges. 
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Although the best students in the field 
of agriculture are of this opinion, they 
get more encouragement from politi- 
cians, labor leaders, and even from some 
industrial leaders, in trying to do for 
agriculture that which other occupations 
are doing to limit competition and main- 
tain prices than they receive for making 
a frontal attack upon the whole regime 
of group limitation of competition. They 
agree that groupistic limitation of pro- 
duction has in it little hope of providing 
just ratios of exchange of farm products 
for the products and services of other oc- 
cupations, that limitation of competition 
carried forward equally in all lines of 
production and service can result in 
nothing but reduced production and 
lower standards of living for all people 
of the nation. Obviously the thing which 
is needed is a statesmanlike approach to 
the problem of the interoccupational ex- 
change of goods and services which will 
result in large production in all fields ex- 
changed on a basis which will enable 
those of equal skill and energy to live 
equally well. 

The condition which makes wise, 
statesmanlike action difficult in this field 
arises out of the fact that certain privi- 
leged groups are benefiting by the present 
system of limitation. These beneficiaries, 
whether they be capitalists or laborers, 
are in a stronger position to bring pres- 
sure to bear in Washington than are 
the disadvantaged groups. The result is 
that limitation of competition in the in- 
terest of maintaining high wages and 
prices has built up and maintained a vast 
army of unemployed or underemployed. 
This has resulted in the limitation of the 
normal flow of the surplus rural popula- 
tion into the cities with the accompany- 
ing damming back of rural youth who 
would normally seek opportunities in 
city occupations. Thus application of the 
principle of artificial limitation of com- 
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petition has reduced the demand of city 
populations for farm products and at the 
same time expanded the numbers of 
those who need to make a living by farm- 
ing. The outcome is depressing for a 
large part of the wage workers as well as 
for the farmers. Obviously the solution 
lies in getting everyone to work at pro- 
ducing more goods to be exchanged 
among the workers of the different occu- 
pations. 

The approach to the solution of this 
problem would seem to lie in the substi- 
tution of intergroup cooperation for in- 
tergroup conflict; the substitution of 
statesmanship economics for groupistic 
economics; the substitution of the gen- 
eral welfare as the goal instead of seek- 
ing to benefit one group at the expense 
of another. The writer believes that 
many members of the capitalist groups, 
of the labor groups, and of the farm 
groups feel dissatisfied with groupism. 
He has met business men in the fields of 
manufacturing, transportation, and com- 
merce, and likewise leaders in the fields 
of agriculture and labor, who would like 
to be able to abandon methods which 
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are forced upon them by the very nature 
of the intergroup conflict. The solution 
of the present national economic prob- 
lem may be found when the leaders of 
the management groups, the labor 
groups, the agricultural groups, and the 
political groups sit down together and 
agree to cooperate in promoting the gen- 
eral welfare. 

This calls for a political economy 
which will encourage balanced abun- 
dance and parity real incomes for compa- 
rable services. It is a function of govern- 
ment to respond to this need by discour- 
aging selfish groupistic policies and by 
developing a truly national economic 
policy. The government should not be 
taking a hand on all sides in the inter- 
group struggle. The government should 
take the lead in developing the rules of 
the game in the interest of the general 
welfare, and should serve as the umpire. 
The means of accomplishing this end is 
subject matter for intergroup confer- 


ences and calls for a high order of states- 
manship on the part of leaders in agri- 
culture, industry, and labor, as well as in 
the Congress and in the White House. 





Corporate Taxes and the Assessment of Public 
Utility Operating Property 
By JAMES W. MARTIN* 


| eran ees in the valuation of pub- 
lic utility—including railroad—prop- 
erty for taxation ad valorem has been 
substantial in recent years. The aban- 
donment of the gross receipts tax in 
California to resume the ad valorem plan 
gives particularly eloquent evidence of 
this advance in the light of the exhaus- 
tive study preceding adoption of the 
gross receipts basis! and the equally 
searching analysis on which the case 
for the more recent change rested.? 
The extraordinary volume of official, 
semi-official, and unofficial literature 
gives still further indication of current 
study looking toward increasing pre- 
cision in the appraisals.’ One of the most 
insidious but unobtrusive sources of 
error now apparently characterizing 
valuation practice in all states, except 
one, which use the income-capitalization 
method, requires analysis.‘ I refer to the 
policy of deducting federal and state 
business income, capital stock, excess 
profits, and other corporate taxes in ar- 
riving at the operating income to be 
capitalized. 

The deduction of taxes in computing 
earnings is based on the common sense 


* Director, Bureau of Business Research, University 
of Kentucky. 

1 Report, Commission on Revenue and Taxation, 
State of California, 1906, especially Part III, c’s. 1-5 
inclusive and c. 8; and Report, Commission on Revenue 
and Taxation, I91I0. 

2 Final Report, California Tax Commission, 1929, 
especially Part II. Note also Report, Joint Legislative 
Committee on Taxation, Legislature of California, 1931, 
especially pp. 26 ff. In the Summary Report, California 
Tax Research Bureau, State Board of Equalization, 
Dec. 1, 1932, p. 12, conclusions regarding the subject 
matter of the present study are stated; but no evidence 
is presented. 

3A manuscript bibliography, including a table of 
cases, has been prepared under my supervision. It 
totals over 20 pages. The symposiums at the last three 


judgment that the income which is sig- 
nificant for valuation purposes is that 
income which owners of the equities in a 
business are entitled to receive without 
further reductions. Ordinarily this point 
of view is so self-evident that it is ac- 
cepted without critical examination. In 
the instance of corporate taxes, as dis- 
tinguished from property and other 
taxes on the operating entity itself, the 
deduction has been approved; but close 
study shows that the case for it, even 
accepting the common sense judgment, 
is by no means obvious.® The error arises 
from the fact that dissimilar abstrac- 
tions are treated as though they were 
identical: One is the utility as an operat- 
ing unit, and the other is the corporation 
owning utility property. Of course it is 
sometimes true that a utility does noth- 
ing except operate a public service enter- 
prise; sometimes it owns no other prop- 
erty.° Frequently—even characteristi- 
cally—however, that is not the case. The 
railroad or electric light concern owns 
many items of non-operating property 
and enjoys income and incurs expenses 
of many sorts wholly unrelated to its 
transport or electric utility business. 


national tax conferences held under the auspices of the 
National Tax Association and published in the Pro- 
ceedings (1937, 1938, 1939) are significant. 

4 Cf. for a kindred discussion, which, however, does 
not attack the same problem, Jesse V. Burkhead, ‘The 
Changing Incidence of Public Utility Taxation,” 15 
Journal of Land & Public Utility Economics 383 
(November, 1939). Galveston Elec. Co. v. City of Galves- 
ten, 258 U.S. 388 (1921), has been regarded as bearing 
on the point; but that view seems far-fetched. 

5 It will be readily apparent that the valuation of the 
property is conceived to be the objective of the ap- 
praisal. The fortunes of stockholders, from whose share 
of the product taxes must ultimately be deducted, are 
not a point at issue. 

6 Even so, the utility as such and the corporation are 
two entities. 
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It may be desirable to distinguish ex- 
plicitly between taxes referred to as 
those imposed on the utility as an oper- 
ating entity and those on the corpora- 
tion as such. Obviously, all taxes on 
utility property (whether measured by 
gross receipts or by capital value), fran- 
chise taxes on the privilege of engaging 
in the utility business (whether meas- 
ured by gross receipts, physical volume, 
number of equipment units employed, 
operating payrolls, or otherwise), and 
license taxes on performance of particu- 
lar utility services (as, for instance, 
liquor and other special licenses required 
of railroads and motor carriers in some 
states) are chargeable against utility 
revenues. To enjoy utility income these 
obligations must be met by the operat- 
ing entity as such. Thus, they are as ap- 
propriate deductions from operating rev- 
enues as are expenses for labor or sup- 
plies employed in carrying on utility 
functions. 

On the other hand, a number of taxes 
are required by both federal and state 
governments which are not necessarily 
related to the utility operation as such— 
which indeed in many cases are not even 
collected from those owners of utility 
properties that are not corporations— 
but are required of all corporations as 
corporations. Among the most signifi- 
cant of these classes of taxes are federal 
and state income taxes (including those 
on excess profits); excises measured by 
income or capital stock; and a few other 
levies depending in amount on corporate 
as distinguished from utility operating 
facts. 

In other words, some taxes are levied 


™The two fundamental issues in the use of the in- 
come-capitalization method seem to be: (a) What in- 
come is to be capitalized, and (b) at what rate? This 
paper deals with only a small segment of the first prob- 
lem and is not concerned with the second (except 
incidentally in clarifying the general conclusion). The 
point of view developed here does not appear to de- 
pend for its validity on whether the appraiser employs 
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directly on the utility property or on the 
utility business. All such taxes are ap- 
propriate charges against public service 
operating revenues. Certain other taxes 
are not chargeable against a utility as 
such. Indeed a utility may sometimes 
choose whether or not it will render itself 
liable for such taxes. For instance, one 
substantial concern operating in the 
South and Midwest has elected to prose- 
cute a utility business as an individual 
rather than as a corporation for the ex- 
press reason that by so doing corporate 
income taxes would be avoided. In this 
case, and in general, such levies are not 
an incident of the utility business; they 
are accepted as a concomitant of one 
particular form of business organization. 
If they are conceived as payments for a 
privilege—an approach I do not propose 
—then the benefit paid for is that of en- 
joying limited liability and other ad- 
vantages of the corporation as a business 
form—not that of engaging in a public 
service industry. The purpose of this 
paper is to show the impropriety of de- 
ducting taxes of this second variety in 
computing income to be used according 
to the method of earnings capitalization 
in appraising the operating property of 
public service corporations. In approach- 
ing valuation by capitalization, the in- 
come figure sought is the net value prod- 
uct available to the owners of the utility 
entity and not the owners of the corpora- 
tion (as already indicated, there may be 
no corporation). It is queried whether 
consistent inclusion of an irrelevant ele- 
ment—corporate taxes—brings consist- 
ent results.’ 

a five-year average of income, a one-year figure, an 
estimate of future income not necessarily the same as in 
any past year or years, or some other computation. 
Moreover, acceptance or rejection of the point of view 
introduced by Commissioner Geo. W. Mitchell that 
income before adjustments for hire of equipment and for 
joint facility rents be employed instead of net utility 
operating income (Proceedings, National Tax Con- 


ference, 1938, pp. 284 ff.) would not affect the treatment 
of income and other corporate taxes. 
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Error from Different Capital- 
ization Structure 


It is usually regarded as axiomatic 
that the value of property does not de- 
pend on the identity of its owner. The 
manner of operating a property, of 
course, will alter it. If a new manage- 
ment effects changes, the property is 
transformed, and its value may be af- 
fected. This fact is beside the point. 

Yet by deducting corporate taxes in 
computing income for capitalization as 
a means of assessing utility operating 
property, the public official actually as- 
signs to one property a value higher than 
that imputed to another economically 
identical for the sole reason that the 
ownership is different. Consider the case 
of two public utility properties precisely 
similar with respect to productivity, 
rates, prospects, management, and other 
economic aspects and conditions.® One 
of these is owned, however, by a cor- 


poration having a radically different 
capitalization structure from the other. 
The facts as to capitalization are as 


shown in Table I. 


TABLE I. Capirat STRUCTURE OF 
Two Utitity CorporaTIONs 
witTHouTt Non-UTILITy Prop- 

ERTY OR BUSINESS 








Corporation 
No. 1 


Corporation 
No. 2 





$1, 500,000 
2,000,000 

500,000 
$4,000,000 


$1,000,000 


1,000,000 
$2,000,000 











To find the influence on valuation in 
such a case of deducting corporate net 
income tax, Table II has been prepared.°® 
Note the difference of over $300,000, 
approximately 20%, in the value esti- 


8 These and all the other examples presented in this 
paper, except as expressly indicated, are actual cases. 
The figures have been altered in amount but kept 
substantially intact in relationships. See text following 
Table IV as to assumptions. 
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TaB_e II. CapiraLizaTION oF INCOME 
FOR Property Tax Purposes: THE 
SAME Two CorporRATIONS 
AS IN TABLE I* 





Corporation | Corporation 


Item No. 1 No. 2 





Net income from utility 
operations before deduc- 
tion of income tax $120,000 

Other income ° 

Other deductions (except 
income taxes), bond in- 


Net taxable income 
Corporate income taxes... 
Net income from utility 
operations after deduct- 
ing corporate income 
96,000 
$1,600,000 


116,000 
$1,933,333 











*In this and most of the following tabular illustrations, the ex- 
amples have been so chosen as to introduce only one occasion of 
discrimination at a time. The result is analogous to an assumption 
that “other things remain equal.” 
mated on an earnings basis attributable 
solely to the fact that one owner is 
heavily in debt and the other is without 
credit obligations. Observe too that, 
under the particular conditions de- 
scribed, the method of valuation re- 
quires a much higher property tax from 
the corporation heavily in debt. 


Effect of Other Income Sources 


Inequalities arise not only from de- 
duction of corporate taxes as between 
corporations with differing capital struc- 
tures. The inequalities attributable to 
sources of income aside from the utility 
property to be assessed are as numerous 
and even more emphatic among cor- 
porations. 

Table III shows income data respect- 
ing three corporations also operating 
exactly similar properties in productiv- 
ity, rates, prospects, management, and 
other economic and operating factors. 


® The figures, in addition to being rounded, are sim- 
plified by assuming an aggregate state plus federal 
corporate tax rate of 20%, and by referring to this 
total simply as “income taxes.” If all varieties of 
corporate taxes be included, this rate is realistic though 
not precisely accurate. 
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Note, however, that each corporation 
enjoys some income and incurs some ex- 
penses in respect of property not used in 
the utility business. The inevitable con- 
sequence is of course that, although net 
income from utility operations before 
taxes is the same, income from non- 
utility sources affects the liability for 
corporate income and certain other taxes. 


TaB_e III. VALuATION OF THREE 
IDENTICAL UTILITY PROPERTIES 
OPERATED BY CORPORATIONS 
Havinc Varyinc AMOUNTS 
oF “OTHER INCOME” 





Corpora- 
tion 
No. 3 


Corpora- 
tion 
No. 2 


Corpora- 
tion 
No. 1 


Item 





Net income from 
utility operation 
before deduc- 
tion of income 

$120,000) 
100,000 
100,000 


Other income. ... 
Other deductions. 
Net taxable in- 
120,000 
Corporate income} 
24,000 
Net income from 

utility operation 

after deduction 

of income taxes. 76,000) 96,000 80,000 
Capitalize at 6% .|$1, 266, 667|$1 , 600, o00|$1 , 333, 333 














By deducting the corporate taxes, as dis- 
tinguished from those on operations or 
operating property, the third corporation 
has its utility assessed over 5% above 
the first and the second nearly 27% 
above. Thus, although the law requires 
that the two equally valuable utility 
properties be taxed alike, the assessor 
by this technical error requires one cor- 
poration to pay a fourth more than its 
counterpart. 

One corporation studied, in respect of 
which no data are shown in the tables, 
enjoyed substantial net utility operating 
income before income taxes. However, 
this particular enterprise was largely a 
holding company. The non-operating 
properties represented several types of 
business other than the utility type in- 
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volved. The investments were many 
times as productive as the utility. The 
total corporate taxes, therefore, amounted 
to more than the aggregate net utility 
operating income. If corporation taxes 
are deducted to arrive at income to be 
capitalized, an admittedly valuable small 
utility enjoying a reasonable measure of 
prosperity is made to appear as an enter- 
prise without income to be capitalized, 
although another, equal in every respect 
save for ownership of certain additional 
(and consequently irrelevant) property, 
would be found on the basis of capital- 
ized income to be worth a considerable 
sum. 


Consequences of Capital Transactions 


A third occasion of discrimination re- 
sulting from deduction of corporate 
taxes is found in the case of corporations 
which, either for operating or non- 
operating reasons, have sold capital as- 
sets. Clearly, if such transactions involve 
non-operating holdings, they do not 
affect the value of operating property. 
Even if operating property is sold early 
in the year, the transaction can ordi- 
narily have no direct bearing on the 
value of such property owned as of the 
end of the year. Yet, as shown in Table 
IV, such transactions, through their in- 
fluence on corporate taxes, may ma- 
terially affect the valuations and hence 
the property taxes to which a utility 
operating entity is subjected, but only 
if such corporation tax payments or ac- 
cruals are allowed as a deduction. 

In this example, as in the instances 
presented in Tables II and III, there are 
certain artificialities, or at least abstrac- 
tions. The assumption that any two or 
more utilities are identical can of course 
be only a logical device, although, as 
indicated previously, the figures have 
been derived by bringing the net income 
from utility operations before corporate 
taxes to an identity and meantime hold- 
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TaBLeE IV. VaLuaTION OF THREE IDEN- 
TICAL UTILITY PROPERTIES OPERATED 
BY Corporations Havinc VARYING 
EXPERIENCE IN RELATION TO 
Non-OPpERATING ASSETS 








Corpora- 
tion 
No. 3 


Corpora- 
tion 
No. 1 


Corpora- 
tion 
No. 2 


Item 





Net income from 
utility _ opera- 
tions before de- 
duction of in- 
come taxes 

Other income (sale 
of non-operating 
capital asset 
held 20 mos.).. . 

Other deductions 
ws tal loss 

rom sale of non- 
operating capi- 
tal asset held 20 


mo: 
Net 


$120,000 


taxable in- 


Corporate income 
taxes* 

Net income from 
utility opera- 
tions after de- 
ducting income 





80,000 96,000} 110,000 


Capitalize at 6% .|$1, 333,333|$1 ,600,000$1 , 833,333 











° fatusliy only 6634% of the ca; sme gain would be taxable or 
663¢% of the loss deductible for federal purposes (Internal Revenue 

, $117); in most states the entire gain would be taxable or the 
loss deductible. In the computation the 2¢ provision has been 
ignored. The data have been treated for simplicity as though the 
gain were fully taxable yee the loss fully deductible. The provision 
not considered ameliorates but does not remove the inequity 


ing all other relationships constant. In 
the second place, if a five-year average 
instead of one year’s earnings were em- 
ployed as is customary, the last men- 
tioned occasion of discrimination would 
ordinarily be greatly reduced in actual 
practice; in all other respects, the five- 
year situation is characteristically little 


10 Assistant Attorney General M. B. Holifield of 
Kentucky when consulted by the Kentucky Depart- 
ment of Revenue respecting the legality of deducting 
or refusing to deduct federal income taxes. 

The prescribed accounting methods for various 
classes of utilities draw this line in principle, that is, 
corporate taxes are required to be apportioned. See, 
for instance, as to Public Service Commission of Ken- 
tucky, Uniform System of Accounts for Water Utilites, 
p. 90; Uniform System of Accounts for Electric Utilities, 
p. 103. See also similar provision in Federal Power 
Commission Uniform System of Accounts Prescribed for 
Public Utilities and Licensees, p. 90 and Interstate 
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different from these one-year data. In 
the third place, although these particu- 
lar cases involving only one source of 
error at a time have been discovered, it 
is more usual that two or more of these 
causes of discrimination are found to- 
gether or that the inequities though 
existing will be so small as to be negli- 
gible. Sometimes the concurrent appear- 
ance of two or more upsetting factors in 
one instance proves in some degree to be 
compensating, and in others the effects 
are cumulative. In a sense, therefore, the 
assumption (actual fact in these illus- 
trations) that “other things are equal” 
is essential to exposition but somewhat 
unreal, or at least not typical. 


Proposed Solution 


It has been suggested” that one way 
to a satisfactory handling of the problem 
is to make an apportionment of corpo- 
rate taxes between operating and non- 
operating income. Thus, it would be 
feasible, it was thought, to capitalize an 
operating income figure which would 
represent the net results of operations 
after all expenses and taxes, including 
corporation income taxes. A few ex- 
amples will show how impractical this 
idea turned out to be when applied to 
actual cases. 

Using net income as an apportionment 
factor, as illustrated in Table V, it is 
apparent that these two economically 
identical utilities will have corporate tax 
deductions which give rise to direct and 
unjustifiable discrimination. On this 


Commerce Commission, Uniform System of Accounts 
for Class I Common and Contract Motor Carriers of 
Passengers, p. 72. Statistics derived from accounts and 
examination of certain individual records suggest, 
however, that in practice corporate income and other 
such taxes are often charged to utility operation. For 
instance, study of Interstate Commerce Commission, 
Statistics of Railways in the United States, 1938, §A-I 
shows that many carriers—even including those 
which have non-operating property and hence pre- 
sumably pay ad valorem taxes on non-operating hold- 
ings—show no miscellaneous tax accruals. 
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basis one corporation would have for 
capitalization net utility operating in- 
come after deduction of corporate taxes 
amounting to $96,000; and the other— 
identical so far as utility property, busi- 
ness, and the operating income results 
obtained are concerned—would have for 
capitalization net utility operating in- 
come after corporate taxes amounting 
to $120,000. Capitalization on a 6% 
basis would mean that one utility prop- 
erty is worth $1,600,000 and its exact 
counterpart, $2,000,000. The result dem- 
onstrates that the method is unsound." 
Moreover, this plan offers no pretense of 
correcting discrimination from varia- 
tions in capitalization structures. 

If one follows the plan, more usual in 
general practice, of making the alloca- 
tion on the basis of gross receipts from 
utility and non-utility sources, the re- 
sult, as shown in the last line of Table V, 
is even more discriminatory. Thus, in 
the case of the first corporation, it is 
apparent that about 75% of the tax will 
be charged on this basis against utility 
operations, although obviously only 
about 40% of the income produced ac- 
tually comes from this source. Its eco- 
nomically identical counterpart, as 
shown in the last column of Table V, 
will have no income tax deduction. Use 
of this basis of apportionment will result 
in an assessment more than twice as high 
in one case as in the other even though 
the only difference is in the extent and 
character of the non-operating—and 
hence irrelevant—property.” 

It is important to emphasize that the 
apportionment plan does not even at- 
tempt to resolve the discriminations 
growing out of varying capitalization 
structure. So far as I have discovered, 
there can be no semblance of a solution 

1 This difficulty arises in respect of “other income” 
less “other deductions” and income from operations 
only when the former is negative. 


2 One of my kindly critics has suggested simply com- 
puting and deducting the income tax on net utility 
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TABLE V. ANALYSIS OF THE CONSEQUENCE 
OF APPORTIONING CORPORATE TAXES 
ON THE Basis oF Net INCOME BE- 
FORE CORPORATE TAXES AND OF 
Gross OPERATING AND Gross 
Non-OrERATING 
REVENUE* 








Corpora- 
tion 
No. 2 


Corpora- 
tion 
No. 1 


Item 





Total operating revenue. . . .|$1,000,000 |$1,000,000 

Total operating expenses in- 
cluding taxes on utility 
operations and property. . 

Net income from utility op- 
erations after taxes on 
utility operations and 
property 

Other income 

Other deductions 

Non-operating net income 
before corporate taxes.... 

Net taxable income 

Corporate income taxes... . 8 ) 

Net income from utility op- 
erations after deducting 
corporate taxes appor- 
tioned on basis of net in- 
come before such taxes. . 

Capitalize at 6% 

Net income from utility op- 
erations after deducting 
corporate taxes appor- 
tioned on basis of gross 
revenuet 

Capitalize at 6% $ 


* This table, though realistic, is hypothetical. 
120,000 


880,000 880,000 


120,000 
200,000 
350,000 


150, 000§ 
° 


57,778 
962,967 











X 84,000 





120,000 ++ 300,000 
1,000,000 
X 84,000 





1,000,000 + 350,000 
§ Deficit. 
of that type of inequality save by the 
method suggested below. 


Conclusion 


The demonstrated inequities of de- 
ducting corporate taxes for computing 
net utility (or railway) operating income 
for capitalization purposes in estimating 
the value of public service (including 
railroad) property, considered in con- 
junction with the proved inadequacies of 
operating income; but consideration will reveal that 
this plan would overstate the deduction, since it over- 
looks the necessity for distributing creditors’ shares 


before computing corporate income taxes. It would 
ignore other corporate taxes as unimportant. 
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the one plausible solution that has been 
proposed, suggest the need for a further 
canvass of the fundamental issues. The 
hypothesis is offered that the solution is 
simple—namely, non-deduction of cor- 
porate taxes in computing income to be 
capitalized. 

The way out of the difficulty, how- 
ever, is not as easy as this statement im- 
plies. There seems no doubt but that the 
capitalization rate appropriate for the 
computation of capitalized values from 
operating income data would necessarily 
be higher if taxes were not deducted 
than if they were deducted. Too much 
emphasis can not be given to the neces- 
sity of studying the capitalization rate 
and making the necessary change from 
the procedure which would be followed 
were corporate taxes deducted in com- 
puting operating income as has been 
common in the past. Heretofore, prac- 
tice has varied in the different states in 
respect of the capitalization rate actually 
used. Although 6% has been far more 
usual than any other and indeed has 
been almost universal in states which 
have given most study to assessment 
problems, nevertheless, different states 
appear at the present time to use rates 
ranging from 5% to 9% in respect of 
well established and profitable railroad 
corporations. The very fact that so wide 
a range is employed suggests that the 
problem has not been adequately exam- 
ined and that thoroughgoing investiga- 
tion is essential if utility corporations in- 
cluding railroads are to be fairly as- 
sessed. Thus, study on the basis of the 
refinements pointed out below will not 
constitute wasteful reexamination of a 
relationship already defined. 

The method by which the proper capi- 
talization rate can be found has been re- 

18 Richard Goode, “Valuation by Capitalization of 
Earnings,” Bulletin, University of Kentucky Bureau 
of Business Research, July, 1939. 


1% Toc. cit. . 
4 This methodology, whether corporate taxes are or 
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ported in principle in another connec- 
tion, but has not there been adapted to 
utility assessment. That the entire oper- 
ating property, rather than merely the 
equities of stockholders, as in Goode’s in- 
vestigation,!** must be appraised necessi- 
tates considerable modification and a 
completely new accumulation of data. 
The proposed methodology in brief is as 
follows: Assuming that the appropriate 
capitalization rate for railroad corpora- 
tions is desired for states in the South or 
East, the aggregate average value of 
stocks and bonds (less the value of non- 
operating property) of southern and 
eastern railroads which have a continu- 
ous earnings record will be accumulated 
for a period of years and the results in 
the aggregate divided into the sum of the 
same railroads’ net railway operating in- 
come before corporate taxes for the 
identical period. Probably the data 
should include five years of operating 
experience; and certainly operating data 
for a considerable number of railroads, 
chosen at random, should be used.“ 

In making such a statistical analysis 
as is suggested here, it will be found that 
the most serious impediment lies in the 
fact that market quotations for a num- 
ber of security issues are unobtainable. 
This problem can not be accurately 
solved. However, an approximation can 
be secured if the issue is carefully and 
objectively studied and if market prac- 
tice rather than historical records of 
value are consistently employed. Rea- 
sonably accurate methods of appraising 
securities not traded on the market have 
been developed mainly for use by in- 
vestors and need not be discussed here. 
It is important to keep in mind that the 
bulk of the securities of major railroad 
or other public service system can ordi- 
are not deducted, would not be accepted by all students 
of utility appraisals; but the general approach, so far 
as it has to do with meeting the issues confronted in this 


paper, is suggestive of the sort of adaptation needed in 
capitalization rate. 
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narily be valued from actual market 
quotations, and any error which arises 
from an honest and skillful effort to ap- 
praise unlisted securities will be ob- 
scured by the high degree of accuracy 
that can be obtained in respect of the 
principal issues of practically any of the 
railroad companies. The suggestion that 
the problem be solved by comparing 
actual operating income before taxes 
with actual average prices of outstand- 
ing securities is predicated on the view 
that the rate to be ascertained is the 
current market rate. The question to be 
answered is: In the security market as 
it is and on the basis of current transac- 
tions in railroad stocks and bonds,” 
what is the rate at which earnings before 
corporate taxes are actually capitalized? 
The problem is not whether the capital- 
ization rate that obtains is a fair or an 
unfair rate of return on the market value 
of the securities. 

The proposed method of eliminating 
the discrimination which results from 
the deduction of corporate taxes in com- 
puting income by capitalization of earn- 
ings rests on the view that the utility 
operating property is the entity to be 
valued and that this aggregation of 
property should be conceived separately 
from the corporation, partnership, or in- 
dividual that owns it. The appraisal 
ought to be made without any reference 
to taxes attributable to the form of busi- 
ness enterprise, which an owner as such 


1’ That is, marginal investments of capital in the 
industry. For reasons explained by Herbert E. Dougall 
and Loring C. Farwell (“‘A Review of Railroad Financ- 
ing, 1920-1938: I. Volume and Cost of Railroad Capi- 
tal,” 16 Fournal of Land & Public Utility Economics 
207 (May, 1940)) rates for mew security issues do not 
measure the cost of marginal capital investments in 
utility enterprises. 

16 As an administrative consideration it is worth 
observing that ordinarily an entire tax ought to be 
deducted or not depending on its character. Because 
of related considerations to those developed in this 
paper, however, payroll taxes should be charged to 
Operations to the extent employees are engaged in 
utility activity and not otherwise. 
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may be called on to pay. Obviously the 
computation of the net income of the 
utility must be based on the idea of de- 
ducting all taxes directly chargeable 
against the utility as such; but corporate 
income taxes, excess profits taxes, capi- 
tal stock taxes, and certain other im- 
posts are imposed on corporations as 
corporations and not on utility enter- 
prises as public service entities. 

In brief, the estimate of the value of 
utility operating property ought to be 
exactly the same whether the owner be 
an individual, a partnership, or a cor- 
poration, and whether or not, if a cor- 
poration, it has a capital structure based 
on stocks alone or on stocks and bonds, 
or whether it has large property holdings 
additional to the utility or has little or 
no other property. In any event, trans- 
actions in capital items should not be 
permitted to interfere with or affect the 
appraisal that is made. The net income 
to be capitalized, therefore, is the 
amount after all charges to which the 
owner of the utility property is entitled 
without reference to any charges that 
may be imposed on the owner as a cor- 
poration, as a partnership, or as an in- 
dividual. That the owner in his capacity 
of corporation, of partnership, or of in- 
dividual may have to pay corporate in- 
come taxes, corporate excise taxes, in- 
dividual income taxes or even poll taxes 
seems to be irrelevant as to the value of 
the utility property.?” 


17 Certain students of utility appraisals have read an 
early draft of this paper and offered helpful criticisms: 
R. C. Beckett, General Attorney, Illinois Central 
System; Wilbur Bush, Illinois Tax Commission; J. W. 
Farmer, Farmer and Humble, Frankfort, Kentucky; 
Richard Goode, formerly Bureau of Business Research, 
University of Kentucky; R. D. Haun, C.P.A., Univer- 
sity of Kentucky College of Commerce; Joel Hunter, 
C.P.A., Atlanta, Georgia; Charles W. Milner, Attorney, 
Louisville Gas and Electric Co.; A. G. Mott, Valuation 
Division, State Board of Equalization, California; 
H. Clyde Reeves, Kentucky Commissioner of Revenue; 
W. A. Tolman, University of Kentucky College of 
Commerce; H. W. Wallace, Valuation Division, Mis- 
sissippi Tax Commission. 





Urban Decentralization 
By HOMER HOYT* 


HE consciousness of the nation is 
becoming acutely aroused for the 
first time to the problem of urban de- 
centralization. This term is used here to 
mean, not the break-up of metropolitan 
areas into small communities, which is 
not taking place, but an internal move- 
ment of people and land uses that is 
going on within the orbits of these 
metropolitan communities. The old com- 
pact city has burst, leaving a vacuum 
between the main business center and 
the outer area of new residential growth, 
that is partially filled by families on 
relief and creating a diffuse urban devel- 
opment on the periphery. Urban decen- 
tralization has not yet resulted in the 
complete diffusion of the dominant office 
building, financial, and commercial func- 
tions of the metropolis, which are still 
lodged in a concentrated business area 
near the center of the urban mass. 
Urban decentralization may be de- 
fined for the purpose of this article as 
consisting of a movement of the residen- 
tial population away from the areas near 
the principal office, commercial, and 
financial centers, where a large propor- 
tion of the white collar class still work, 
to areas on the outer edge of the city. 
This movement of population has been 
accompanied by changes in land uses, 
such as the rise of satellite business cen- 
ters and the movement of industries 
from the center to the outer circumfer- 
ence of the metropolis. As a result of this 
outward flow of the higher income part 
of the urban population, we are con- 
fronted today with the problem of how 
to rehabilitate great masses of older 
residential structures and how to pre- 


* Consulting Economist, New York City. 


serve the morale of neighborhoods in the 
wake of this exodus. In view of the stag- 
gering immensity of the present problem 
of urban decentralization, the reader 
may well inquire why a crisis has not 
risen before in the 6000 years of recorded 
urban history. Therefore, a brief review 
of past urban development seems to be 
necessary to bring the present problem 
into its proper focus. 


History of Urban Decentralization 


Until the 19th century the city was a 
compact mass of buildings in approxi- 
mately circular form frequently sur- 
rounded by a wall. There was a sharp 
division between city and country with 
an abrupt transition at the city gate. 
The spilling over of the city into the 
country in the form of a gradual thinning 
out of the urban mass on the outer edges 
did not then exist. The city assumed this 
compact form originally for purposes of 
defense. Behind its walls the citizens 
could find the greatest security from in- 
vasion. The lack of rapid transportation 
also compelled a concentration of urban 
living close to the market place and the 
shops that gave the city its cause for 
being. The city, moreover, was a differ- 
ent world from that of the country. It 
was sometimes a state in itself, or at 
least it enjoyed different laws and cus- 
toms from that of the countryside. 

These compact cities constantly 
tended to renew themselves and to re- 
build any decayed parts. The buildings, 
particularly in medieval Europe, were 
usually of very durable construction. 
The cathedrals at the center were in the 
process of building for centuries. Forti- 
fications formed a stone ring around the 
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city. A city was thus a durable con- 
glomeration of buildings of a compact 
fortress type, and not a shifting or ex- 
panding urban mass. Within the city 
there was either a relative homogeneity 
of races or else fixed caste lines that 
rigidly held each social and economic 
class within a prescribed area or ghetto. 
Consequently, there was little shifting or 
movement of people or races within the 
city. 

How was the problem of slum recla- 
mation solved in these ancient cities? 
When housing conditions became in- 
tolerable, how was a new beginning 
made? There is not much direct evidence 
on this subject, but we know of certain 
historical events that must have affected 
the slum problem. When entire cities 
were destroyed, the slums as well as the 
palaces were demolished. In ancient 
Egypt a new Pharaoh would sometimes 
move his capital to a new site. In this 
way he left behind the slums as well as 
the monuments of his predecessor. In an- 
cient Mesopotamia and Asia Minor 
when the mud huts of the common 
people collapsed, an entirely new city 
was built on top of the old. This process 
tended to create mounds or “heights” on 
flat plains that are so highly prized by 
Realtors. The only thing worth saving in 
a demolished mud house was the door 
which had a greater value than all the 
rest of the house combined. On the site 
of ancient Troy, nine successive cities 
were built on top of each other, and ex- 
cavators there and elsewhere in Asia 
Minor find the record of civilization like 
a layer cake or like the strata of rocks 
that furnish the record of the geological 
past. 

When these compact cities were not 
moved or built on top of each other, they 
were frequently destroyed. Ancient Nin- 
eveh was blotted out in one night. 
Babylon, with its fabulous walls and 
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hanging gardens was destroyed, and 
nothing but a mound was left to show 
where the site of this mighty empire once 
stood. Alexander the Great fired the 
palace at Persepolis after he had seized 
the gold hoard of over a billion dollars. 


“The lion and lizard kee 
The court where — ae gloried and 
drank deep.” 

Genghis Khan was allergic to cities. He 
destroyed them and massacred the in- 
habitants because he feared their forti- 
fied walls which resisted his cavalry 
charges, and which fostered the trade 
and pacific ways he did not appreciate. 

Even when the city was not destroyed 
it did not expand on the periphery like a 
modern city. The Greeks sent out their 
surplus population like swarms of bees 
to a new location far from the homeland 
where a new city was created. Still in 
these old compact cities that have had a 
continuous existence for hundreds, even 
thousands of years, slum conditions 
must have become almost intolerable, 
judged even by ancient standards of 
sanitation. The slums of republican 
Rome were destroyed by the Gauls, and 
the blighted areas of imperial Rome 
were partially renovated from time to 
time by fires, of which Nero’s fire in 
64 A.D. was the most famous. 

Single cities and central neighbor- 
hoods were thus destroyed in the ancient 
world. However, with the collapse of the 
Roman Empire, a whole network of 
urban civilization collapsed also. The 
population of Rome declined from a 
million at the time of Augustus to less 
than fifty thousand in the 6th century 
A.D. Hundreds of smaller cities and 
towns either dwindled or vanished. 
Elaborate trade routes by swift galleys 
over the Mediterranean, and by cara- 
vans over the network of Roman roads, 
were broken up with the barbarian in- 
vasions, and the whole basis for sup- 
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porting an elaborate urban network was 
destroyed. 

The cities in the middle ages were 
small, except for Constantinople, which 
was the great world city and bulwark of 
defense against invasions of Arabs, 
Russians, and Mongols. There were few 
cities or towns with a population greater 
than ten thousand. The medieval world 
consisted of thousands of small villages 
or manors of a few hundred people each, 
nearly all of whom earned a livelihood in 
the open fields surrounding the village. 
The rise of the modern city, however, 
began in the middle ages. “City air 
makes free.” The city became an island 
of freedom in a sea of serfs, and here 
modern industry and commerce began. 
The growth of cities was accelerated by 
the industrial revolution. Even before 
the age of steam, or by 1600, London and 
Paris each had approximately 200,000 
inhabitants. However, by 1800 there was 
still not a single city in the world with a 
population of one million, although Lon- 
don closely approached it. The great ex- 
pansion of urban population occurred in 
the 19th century and the early 20th 
century. By 1930 there were 38 cities in 
the world with a population of a million 
or more. In the United States from 1790 
to 1930 the urban population increased 
from a few hundred thousand to sixty- 
eight million. There was a tremendous 
growth of cities in Germany and in all 
industrial nations. Large cities de- 
veloped in South America and Australia, 
where the bulk of the continents is very 
thinly inhabited. Hence, urban prob- 
lems and the urban sluia did not arise 
on a vast scale until modern times. 

Steam power, by concentrating people 
in factories and by producing a surplus 
in agriculture, was the prime mover 
in this unparalleled urban expansion. 
Steam power also became the first means 
of breaking up the old compact city. The 


railroad constructed for the purpose of 
moving goods between cities could also 
be utilized for suburban transportation. 
Hence, in the latter part of the 19th 
century, it became possible for some of 
the wealthier classes to escape from the 
center of the city to suburban towns on 
the new railroads. In the 80’s cable cars, 
and in the go’s and early 2oth century 
the electric surface car facilitated the ex- 
pansion of urban growth to the periph- 
ery. In a few cities elevated lines and 
subways furnished a super form of fast 
transportation through crowded sections 
of the city. There was thus a movement 
within the urban mass prior to the com- 
ing of the automobile. Decentralization 
has been going on for 60 or 70 years. The 
tendency has been greater for cities to 
expand on their peripheries than to re- 
build the centers. 


Process of Decentralization 


However, the problem of decentraliza- 
tion did not seem to become acute before 
the first World War. Why? This was be- 
cause these movements within the com- 
pact city were believed to follow a be- 
neficent law known as “conversion to a 
higher and better use.” Although there 
was a succession of land uses within the 
city and constant change was going on, 
these forces were not regarded as causing 
serious problems because any gap or 
vacancy in the city structure was im- 
mediately filled by some land use better 
than or at least as good as the one that 
preceded it. A succession of uses was be- 
lieved to occur in the following fashion. 
First, at the very center of the city there 
was a lateral expansion of retail business 
and also of office buildings and banks. 
This use, which paid the highest rent, 
tended to expand into the wholesale dis- 
trict which encircled the retail area. The 
wholesale area in turn as it expanded 
crowded into the factory zone which en- 
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circled the wholesale area. The factory 
zone in turn moved into an encircling 
belt of cheap workingmen’s homes. Into 
the belt of workingmen’s homes also 
came the newest stream of immigrants 
who paid high rents for crowded quarters 
with poor living facilities. The factory 
workers, who first occupied these old 
areas, in turn moved out to better resi- 
dential areas immediately beyond the 
zone of workingmen’s homes. The higher 
income groups occupied the land on the 
best transportation routes beyond the 
area of workingmen’s quarters. Hence, 
under this beneficent process there was 
a constant expectation that a succession 
of higher land uses moving from the 
center in the form of concentric circles 
would take up any slack and prevent 
any decay in the urban structure. There 
was at all times a zone of transition or 
an area in the process of change from one 
use to another. But this situation of de- 
cay and disorganization was believed to 
be only temporary; it was just a prelude 
to the emergence of a new office building 
or factory on a site that was ripening for 
this higher and better purpose. 

The increased use of the automobile 
and the building of concrete roads on the 
periphery of cities following the World 
War made possible decentralization on a 
hitherto unparalleled scale. No longer 
was it necessary for the population to 
stick to a quarter of a mile of a fixed 
transportation route. The urban dweller 
could seek hills and secluded areas 
hitherto inaccessible. However, in the 
decade of the 20’s, certain factors soft- 
ened the blow of urban decentralization 
on the structure of the groups owning 
property in the center of the city. The 
return of five million soldiers and sailors 
to their homes, the great internal migra- 
tion of people from the country to the 
city, and the last flare-up of immigration 
from Europe put a great pressure. of 
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population upon urban housing facilities 
and caused a sharp rise in rents. The 
doubling in the cost of constructing 
buildings from 1915 to 1920 gave a 
higher value to all existing structures. 
Moreover, the purchasing power of the 
urban dweller was augmented by the 
full employment during the decade of 
the 20’s, and stores from the center to 
the periphery did a prosperous business. 
Consequently, the effect of urban de- 
centralization was not acutely felt by the 
owners of property in the central areas. 

The crash in 1929 and the ensuing de- 
pression, however, brought the effect of 
urban decentralization into sharp relief. 
There was a reversal in the fundamental 
forces that had enabled land to be con- 
verted from lower to higher and better 
uses. In the first place, the central busi- 
ness districts of large cities ceased to ex- 
pand laterally because the expansion 
was vertical in the form of tall buildings. 
Then with a national office building 
vacancy of 25% by 1933, this vertical 
expansion also stopped. Stores in the 
central business district began to feel the 
competition of outlying stores, and the 
large department stores hastened to es- 
tablish branches on the outer edges of 
cities. Next, the central business district 
ceased to expand. The functions of enter- 
tainment, shopping, and finance, which 
were once concentrated in a “Loop” in 
the days of the first large department 
stores, the legitimate theater, and the 
large central downtown bank were dif- 
fused and scattered by the chain store, 
the motion picture theater, the radio, 
and the outlying bank which furnished 
the same facilities at widely scattered 
neighborhood centers. 

Thus, the wholesale district encircling 
the central business district contracted 
severely because the function of storing 
great quantities of goods near the central 
business district declined as a result of 
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the increase of direct buying from the 
factory. The construction of large whole- 
sale buildings like the Merchandise 
Mart in Chicago likewise contracted the 
amount of ground necessary for the 
wholesale business that was left. 

Next, the factories that were formerly 
located near the center of the city mi- 
grated to outer belt lines where they 
could obtain the advantages of cheaper 
land which permitted one-story build- 
ings, with their greater economy of one- 
story operation, and where they could 
retain all the advantages of transporta- 
tion and of labor supply. 

Next, the zone of workingmen’s homes 
that was formerly filled by a new batch 
of immigrants from Europe became a 
decayed slum when new immigrants no 
longer came. The newcomers were fre- 
quently Negroes from the South with 
low incomes or incomes only from relief. 
The possibilities for conversion to a 
higher and better use had vanished, and 
in these decayed areas hardly a new 
single-family dwelling had been con- 
structed in the last few decades. 

Next, the area surrounding the belt of 
workingmen’s homes in turn was becom- 
ing invaded by persons fleeing from the 
blighted area. Thus, the process of 
change now going on was one that did 
not automatically renew the old parts of 
the city. In fact, a vacuum or zone of 
blight was being created that steadily 
grew worse, and is becoming more and 
more decadent. 


Forces Contributing to Decentralization 


The problem of the decayed central 
areas of the city is further complicated 
by the increasing load of municipal taxes 
which falls more and more heavily on 
those areas at the same time that their 
capacity to pay declines because of 
lessening occupancy and lower rents. 
The effect of all these forces was in fact 


more keenly felt as a result of the decline 
in the level of urban rents of nearly 50% 
between 1925 and 1932. Since then, the 
recovery in rent levels has been slight 
even in the best neighborhoods and prac- 
tically negligible in these decadent areas. 
At the same time the cost of repairing 
these old structures has remained at the 
peak level of the 20’s. In these old areas 
there is a great multiplicity of land 
ownership. It is almost impossible to 
secure one solid block of land without 
paying an exorbitant price. A piecemeal 
reclamation of small sites in the midst of 
the slum is almost impossible. Unless a 
new neighborhood of sufficient size to 
give it an independent character is es- 
tablished, the new development may be 
snuffed out by encroachment of the sur- 
rounding slum. 

Hence, it is little wonder that urban 
dwellers seek to escape from the city 
with its slums and its heavy load of tax- 
ation. They go to areas where the land is 
cheap because, as the radius of a city is 
doubled, the area of the land available 
for use is not merely doubled but quad- 
rupled. There is no scarcity of urban 
land on the periphery of cities. The city 
dweller goes to areas where new com- 
munities are established, and where his 
children can associate with other chil- 
dren in his own economic and social 
class, and not with the children of slum 
dwellers. In these new areas taxes are 
relatively lower because there is a large 
proportion of new buildings, and be- 


cause these new independent communi- 


ties have not yet acquired the burden of 
taxes and the expenses of handling crime 
that have attached themselves to the 
old city. 

But in this process of going to the 
periphery new evils have arisen. Urban 
settlement in the automobile age is very 
diffuse. In some cases there is only one 
house for every 20 vacant lots, as a re- 
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sult of extensive oversubdividing of land 
on the periphery. New schools and new 
facilities have to be built for new com- 
munities on the outer edges of the urban 
metropolis. Extensive subways, bridges, 
and widened automobile highways have 
been constructed to enable the city 
worker to get past the blighted area to 
his home in the suburbs. Meanwhile, the 
school facilities and the public utilities 
in the central areas are not fully used, or 
they are used by a population that can- 
not afford to pay their cost. Next, the 
diffusion of the city has greatly added to 
the load of municipal expense, and made 
the cost of operating the municipal 
organism much greater. 

Such have been the forces that have 
suddenly made the problem of urban de- 
centralization an acute one. The auto- 
mobile has enabled the city dweller to 
take advantage of the laws of geometry 
and escape city problems by flying into 
the country. Conversely, it has removed 


the pressure to rebuild the central areas 
of the city. 


Remedies for Decentralization 


The causes of decentralization have 
been so powerful that it is difficult to re- 
verse this great natural tide. If this prob- 
lem can be avoided or its solution post- 
poned, many headaches will be avoided. 
However, from a national standpoint, 
this problem cannot be ignored. The 
blighted areas in the midst of cities with 
their jungles of crime are training 
grounds for criminals. Their continued 
existence will menace the safety of our 
entire national structure from within. 
These areas are not only bad now but 
they are continually getting worse. The 
depreciation of structures in these areas 
is proceeding at an accelerated pace. In 
fact, this depreciation suggests one solu- 
tion to the problem. Allow the rot and 
decay to continue until the buildings 
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fall down or are demolished because of 
their inability to yield any.income over 
operating expenses. This laissez-faire 
solution may not be accomplished until 
the social disorganization of our great 
cities is almost complete. Is it possible to 
conceive of an American economy in 
which all the good citizens live in a ring 
around urban communities which con- 
tain jungles of crime between this good 
periphery and the central business oasis? 
Yet, such seems to be the situation that 
now exists to a considerable extent, and 
which will come into being to an even 
greater degree if the natural processes 
are allowed to go on unhindered. What 
then can be done? 

The first step in the process of at- 
tempting to reverse the tide of decentral- 
ization is to make a thorough survey of 
the structure of our cities. Fortunately, 
the data for this will be provided for 
every city in the United States Housing 
Census of 1940, which is now under way. 
The second step is to derive from these 
basic data certain techniques or methods 
of analysis which will help to locate the 
areas of worst housing. Third, a master 
plan should be developed for the whole 
metropolitan area of every city, accord- 
ing to which houses in the worst areas 
should be marked out for wrecking. 
Such areas might be the sites chosen for 
new housing authority subsidized proj- 
ects and also for self-supporting private 
enterprise apartments for office workers. 
The dwelling units in areas slightly bet- 
ter, with an estimated economic life of 
IO years or more, could be patched up 
and made more habitable for the period 
of time required to provide better hous- 
ing for these groups. The areas between 
the worst and the new developing re- 
gions, or the medium-age, middle-class 
development, can be largely left alone. 
Their neighborhood morale will be forti- 
fied by the knowledge that there is a 
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program that will protect them from 
random racial movements. On the pe- 
riphery of cities, new self-contained 
neighborhoods will be developed which 
avoid the extremes of limited land cover- 
age on the one hand, and too diffuse de- 
velopment on the other, while providing 
for ample light and air. The dangers of a 
scattered development with a few houses 
to the block will be avoided by requiring 
that new developments have a mini- 
mum urban density. All of this program 
will be coordinated with traffic studies 
and with plans for new highways and 
parks that will treat the entire com- 
munity as one problem. 

Urban decentralization seems to pre- 
sent problems with insurmountable diffi- 
culties. If we could avoid tackling this 
problem or move away from it to a new 
frontier, that would be the easiest way 
out. However, our country is becoming 
a stable and settled society. The frontier 
in the West has disappeared. It is hardly 
likely that we can move cities to some 
new spot or that they will be entirely 
destroyed by bombing or great fires. 
Therefore, we face the Herculean task of 
cleaning out the Augean stables on a 
scale unparalleled in history. 
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The urgent problem of adequate na- 
tional defense may well require the ex- 
penditure of billions of dollars and the 
labor of millions of persons. It is also of 
vital importance that we protect this 
nation from inner decay by reconstruct- 
ing our cities and by laying down a 
sound pattern for future growth. 

Why not undertake internal recon- 
struction as a corollary to national de- 
fense? We have abundant resources of 
sand, gravel, timber, clay, and iron 
that go to make up buildings. We have 
an idle man power of ten million per- 
sons available for defense against ex- 
ternal attack and internal decay. The 
only obstacles in the way of a national 
construction boom are the present dis- 
crepancy between rents and construc- 
tion costs and the tendency of some 
owners to hold out for prices of land 
which are based on the illusion that the 
dead forces of urban expansion will be 
miraculously resurrected. In a national 
emergency, however, it is to be hoped 
that the classes involved will face the 
realities of the situation, and adjust 
their differences so that we may proceed 
at full speed ahead with the work of re- 
building the nation. 





Crop Insurance—An Experiment in 
Farm-Income Stabilization 
By J. C. CLENDENIN* 


* A Wheat Crop to Selli—EVERY 

YEAR!” This is the motto of the 
Federal Crop Insurance Corporation, 
which this year is insuring nearly 380,- 
ooo American wheat farmers against the 
hazard of crop failure. This $20,000,000 
government venture was authorized by 
act of Congress two years ago, in Feb- 
ruary, 1938,! to learn by test whether it 
is practicable to insure farmers’ growing 
crops against their age-old enemies of 
drought, flood, insects, fire, wind, and 
hail, on a sound commercial basis. 

This new kind of insurance is now in 
its second experimental year. Wheat is 
the only crop insured, since it seemed 
better to try the idea thoroughly on one 
crop before tackling any more complex 
problem, but policies on wheat are sold 
to farmer-owners, tenants, sharecrop- 
pers, non-farming owners, or to any 
other person owning a share in the phys- 
ical yield of the crop. The insurance cov- 
ers against practically all hazards af- 
fecting the physical condition of the crop 
between seeding and threshing, except 
neglect and abuse. It is true yield in- 
surance, written in terms of bushels per 
acre, with both premiums and loss in- 
demnities stated in terms of bushels of 
wheat. 

Although important economic gains 
are expected to result from crop insur- 
ance, the Government is not planning to 
lose much money on the project. It is, to 
be sure, paying the operating expenses 
during this experimental period, while 
the basic studies of loss data and insur- 
ance methods are being worked out, but 


* Assistant Professor of Finance, University of Cali- 
fornia. : 


the insurance premiums paid by farmers 
are intended to pay all of the expected in- 
sured losses. Furthermore, the premiums 
are actuarially calculated so that the 
high-risk farms where crop losses are 
frequently experienced pay a proportion- 
ately higher premium rate than that 
charged on ‘“‘safe” farms where crop 
losses are rare. Thus over a reasonably 
long period of time each farm is expected 
to pay in premiums just about as much 
as it collects in loss indemnities. Nobody 
loses and nobody profits, except that the 
insured farmer can count on having cash 
income from his wheat crop every year, 
regardless of crop conditions. 


Economic Stability Sought 


The advantages which could flow from 
this stabilizing of farm yields are not 
hard to visualize. Nearly every year im- 
portant areas and countless individuals 
are victimized by some sort of crop dis- 
aster, and the results—impoverished 
farmers, mortgage defaults, embarrassed 
banks, uncollectible bills, tax delinquen- 
cies, relief demands—are damaging both 
to the locality and the nation. It is easy 
to say that a good farmer should be pre- 
pared for bad crop years, that droughts 
are “all a part of the game,” etc., but 
common sense disproves the implication. 
Few people find it possible to stand the 
loss of a year’s income, or even a sub- 
stantial part of it, without a considerable 
shock. Crop insurance enables a wheat 
farmer to insure against such disasters, 
obtaining financial security almost par- 
allel to that afforded by the modern 


1 Agricultural Adjustment Act of 1938, Title V, cited 
as Federal Crop Insurance Act. 
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broad fire-and-allied insurances carried 
by industrial plants. 

Whether the Corporation will be able 
to sell crop insurance policies on a 
strictly voluntary basis to a big enough 
percentage of farmers, and especially to 
enough of the insecurely financed ones, 
to cushion the general economic effects 
of poor crop years is not yet demon- 
strated. Only 13% of the nation’s wheat 
growers were insured for the 1939 crop 
year, but it appears that nearly 30% are 
on the books for 1940. If this rate of gain 
indexes the popularity of the idea, its 
final effect in stabilizing farming com- 
munities as well as individual farms may 
be very great. The insurance seems to be 
equally well received in low-premium 
areas and in insecure areas where pre- 
miums must be high, though it is hard to 
sell among poorly financed farmers to 
whom a premium payment means an im- 
mediate sacrifice. The latter problem is 
being solved to some extent at present 
by permitting farmers to assign their fu- 
ture AAA benefit payments to pay in- 
surance premiums, but the evidence in- 
dicates that those who have the greatest 
need for crop insurance are generally the 
least likely to buy it. This may limit the 
plan’s general economic and sociological 
effect; but it still seems like a good busi- 
ness proposition for the thousands who 
can and will use it, as well as a measure 
of substantial social advantage. 

It is of course obvious that the great 
results expected from crop insurance 
cannot be achieved by insuring wheat 
alone. If the wheat experiment works, 
other crops must be covered also. Cotton 
and corn will probably be added next, 
and later such other crops as seem 


2“A Suggested Plan for Cotton-Crop Insurance,” 
House Document No. 277, 76th Cong., 1st Sess. 

3 See “Report of the President’s Committee on Crop 
Insurance,” House Document No. 150, 75th Cong., Ist 
Sess. 


adapted to the insurance idea. There 
should be no haste about insuring addi- 
tional crops. It appears that a minimum 
of five years’ operation in wheat will not 
be too long a test period, but there is al- 
ready congressional pressure on behalf of 
cotton. A bill ordering the Corporation 
to offer cotton insurance actually passed 
the Congress in April, 1940, but was ve- 
toed bv the President. The Bureau of 
Agricultural Economics recently pre- 
sented a plan for cotton crop insurance? 
(it is largely an adaptation of the wheat 
plan now in use), and plans for corn and 
tobacco insurance are said to be in an 
advanced stage of preparation. 


The Plan of Insurance 


The plan of insurance being followed 
by the Corporation was developed in 
1936 by a committee from the depart- 
ments of Agriculture, Commerce, and 
the Treasury, after extensive research 
and conferences with farm groups, pri- 
vate insurers, and other interested par- 
ties.2 Since the world did not have an 
example of a successful large-scale crop 
insurance program, it was necessary to 
make a new plan in its entirety. The pri- 
vate insurers, several of whom had ex- 
perimented with ill-starred schemes of 
their own, contributed willingly of their 
experience, and the statistical data col- 
lected by the AAA provided a new and 
extensive actuarial background. The re- 
sult is the present experimental wheat 
program, which appears to be essentially 
sound and non-controversial. Properly 
managed, it will not be an expensive sub- 
sidy, nor will it compete seriously with 
private insurers, regiment the farmer, or 
need connection with acreage restriction 
and similar AAA policies.* 

The wheat insurance policy sold by 


4The terms of the present policy make it almost 


valueless to one who does not comply with acreage 
allotment limits. 
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the Corporation is very broad and very 
simple in its terms. It guarantees, for a 
stipulated premium payable in advance 
either in wheat or cash, to indemnify the 
insured farmer to the extent that his 
crop falls short of 75% (or 50%) of the 
normal or average yield experience of his 
farm. That is, if the farm has an average 
yield record of 20 bushels to the acre, the 
insurance policy will make up in wheat 
any shortage below 15 bushels (or below 
10 bushels, if the farmer chooses the 
cheaper 50% policy). The farmer is ob- 
ligated to use only fields suitable for 
wheat, to use a proper amount of good 
seed, to care for his crop in a normal 
manner, and to notify the Corporation 
before threshing if an insured loss ap- 
pears likely.§ 

The policy does not in any way insure 
either the quality or the value of a farm- 
er’s wheat crop. It merely assures the 
farmer that he will own not less than 
75% (or 50%) of a normal crop, in bush- 
els, at the end of the season. In practice 
it is usually more convenient for the Cor- 
poration to pay its losses in cash, and it 
reserves the right to do this. Thecash 
paid is a central market value of the 
wheat due under the policy, minus a 
transportation differential. Any insur- 
ance indemnity payable will call for 
wheat of a standard variety and grade, 
as specified in the policy, but the quan- 
tity due will be determined solely by the 
physical shortage of the farmer’s crop. 
Such quality factors as protein content, 
weight per measured bushel, presence of 
foreign matter, etc., are disregarded to 
simplify adjustments. 


Determination of Premium Rates 


In theory the calculation of the pre- 
mium for wheat insurance is a very sim- 
5 See “Questions and Answers on Wheat Crop In- 


surance,” published in September, 1939 by the Cor- 
poration. . 


ple matter. Each farm has its own indi- 
vidual per acre premium rate, which is 
based on the simple average of all losses 
the Corporation would have sustained 
over a period of years if crop insurance 
had been in force. Suppose, for example, 
that the 10-year average yield was 20 
bushels to the acre, and the farmer wants 
a 75% contract (over 90% of the in- 
sureds buy the 75% contract). That 
means that the Corporation sustains no 
loss except when the farm yields less 
than 15 bushels per acre. Let us suppose 
further, therefore, that this occurred in 
three years out of the ten, once when 
the yield was 10 bushels, once when it 
was 12, and once when it was 13. The 
loss to the Corporation would have been 
5 bushels, 3 bushels, and 2 bushels per 
acre respectively for the three years, or a 
total of 10 bushels per acre in the whole 
1o years. Our theoretical annual pre- 
mium (the Corporation calls it the farm 
loss-cost) would therefore be 1 bushel 
per acre for the 75% policy. 

But this annual premium (loss-cost) 
calculation has another phase. The his- 
tory of an individual farm may be con- 
siderably altered by a single non-recur- 
ring disaster, such as a fire or hailstorm. 
Consequently, the Corporation makes 
its premiums by averaging the individ- 
ual farm loss-cost with the so-called 
county loss-cost, which is an average of 
the loss-cost figures of a number of repre- 
sentative farms scattered throughout 
the county. This process gives stability 
to the quoted rates, although it also oc- 
casions complaints from the owners of 
farms which have a lower than average 
individual loss-cost. These final per acre 
premium rates are then applied to the 
exact number of acres to be planted to 
wheat under the terms of the policy. If 
the insured prefers to pay cash, he will 
be charged the local value equivalent of 
his wheat premium. 
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Premiums for 50% policies are com- 
puted in the same manner as those for 
75% policies, except that the guaranteed 
yields and therefore the loss-costs are 
much smaller. As samples of premium 
rates charged during the 1939 crop year, 
the Corporation’s first annual report 
cites the data presented in Table I. 


TABLE I. REPRESENTATIVE CouNTIES SHOW- 
ING AVERAGE YIELDS AND PREMIUM 
Rates 1n BusHELS PER ACRE 








Average Premium 


50% 
Coverage 
(Bushels) 


10-year 

Average 
Yield for 
County 
(Bushels) 





75% 
Coverage 
(Bushels) 


County and State 





Sandusky, Ohio. ... 
Golden Valley, 
N. Dak. 


21.7 1.1 0.4 

8 .9 23 
Morton, Kans ; 2. 
Whitman, Wash....} 26. 
York, Pa. 20. 














* Policies subject to minimum premium rate. 


As might well be expected, the Cor- 
poration has had great difficulty in ob- 
taining reliable data on the yields per 
acre on each individual farm. Many farm- 
ers either did not have records at all, 
or they weren’t sure of their figures on a 
per acre basis, or the records were frag- 
mentary and unreliable. Also, it was nec- 
essary to have yield figures for each 
year, not just an average year, since the 
loss-cost rates depended on the losses of 
individual years. Not one farmer in a 
dozen could provide the needed authen- 
tic 10-year record of his yields. Where 
such data were available, they were of 
course used. Otherwise, they had to be 
estimated. The estimates were made by 
the county AAA committeemen, and 
based mainly on direct comparison of 
each individual farm with selected “key 
farms” for which reasonably adequate 
historical data were available. 

The 1939 season yields and premiums 
were based on annual yield data for the 
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years 1930 to 1935 inclusive, adjusted by 
a proportioning process to reflect 1o- 
year (1926-35) experience. The 1940 
yields and premiums were computed 
from annual yield data for the 9-year 
period 1930 to 1938 inclusive, extended 
back another four years by the propor- 
tioning process. In the Great Plains re- 
gion where the fantastic droughts of the 
early 1930’s distorted the figures, the pro- 
portioning process attempts to base the 
insurance on experience for the 20 years 
from 1919 to 1938. As each crop year 
adds another accurate annual yield fig- 
ure to each farm’s record, it will ulti- 
mately be possible to drop off the dubi- 
ous estimates of the earlier years. This 
will improve greatly the fairness of both 
insured yields and premiums. 


Operating Losses Sustained 


It must be conceded that the 1939 
yield and premium estimates were not 
very good. The key farm data were in- 
adequate in many counties; inexperi- 
enced estimators were likely to rely on 
an estimated “‘county average” to too 
great an extent; and there was a sub- 
stantial tendency to estimate yields high 
and losses low. The results are illustrated 
in Table II. Over 31% of the insured 


TaBLE II. 1939 Crop INsuRANCE 
REsutts 1n CERTAIN STATES* 





State 


Number 
of 
Policies 


Number 
of Loss 


Claims 


Premiums 
Collected 
(Bushels) 


Losses 
Paid 
(Bushels) 





Illinois. ... 
Indiana... 
Kansas.... 
Minnesota. 
Missouri. . 
Nebraska. . 
North 

Dakota. . 
Ohio 


Dakota. . 
U. S. Total 





12,170 
11,146 
14,950 
10,280 
15,783 
13,250 


28,050 
10,269 


10,772 
165,884 





955 
2,528 
5,640 
2,440 
2,751 
8,512 


7,877 
1,822 


72425 
$2,204 


194,726 
149, 486 
813,061 
175,132 
213,608 
540,185 


2,048,428 
141,430 


738,941 
6,983, 109 








571390 
146,244 
1,727,752 
145,61 
167,091 
1,251,265 


1,328,815 

100,290 
1,506,281 
9,546,159 





* From “A Statement on Crop Insurance” (February, 1940) by 
e F.C.1L.C. 


the F.C.LC. 
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farmers collected indemnities, and the 
Corporation paid out 37% more in in- 
demnities than it collected in premiums. 
Part of the loss is attributable to a wide- 
spread and very serious drought which 
afflicted Kansas, Nebraska, South Da- 
kota, and other areas; but it is not so 
easy to explain the inconsistency of the 
results in other sections. 

Even prior to the receipt of the 1939 
loss claims the Corporation’s statisti- 
cians were working to improve their yield 
and premium figures for the 1940 season. 
An improved technique for estimating 
farm yields was devised, a system for 
bringing the total yield and premium 
figures for each county into conformity 
with a carefully compiled “county 
check” estimate (based on representa- 
tive farms and good historical data) was 
developed, and the crop years of 1936, 
1937, and 1938 were brought into the 
calculations. The result is a widespread, 
though irregular, reduction in insured 
yields and increase in premium rates per 
acre for 1940, changes which would have 
brought the 1939 premiums and losses 
reasonably close to a balance had they 
been in effect in that year. Since the 1939 
drought actually caused abnormal losses 
in the nation’s most important wheat- 
growing section, it seems reasonable to 
assume that the 1940 rates are high 
enough and passably fair as between dif- 
ferent counties and states. 


Some Unsolved Problems 


Although yield and premium prob- 
lems in general now seem to be under 
control, there remains a knotty puzzle 
with respect to “‘special practices.” In 
many parts of the country the wheat 
yield depends to a large extent on such 
practices as summer fallowing, crop ro- 
tation, fertilizing, irrigating, reseeding, 
and seeding improved (and expensive) 
varieties of wheat. There are also various 
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degrees, types, and combinations of 
these practices. The farmers who resort 
to such methods expect and deserve ad- 
justments in their insured yields or pre- 
mium rates or both. However, the data 
which would throw light on how much 
the adjustment should be simply do not 
exist. Thus far the Corporation has made 
allowances for summer fallowing and ir- 
rigation only, and those only in certain 
designated counties, by compiling the 
yield and premium rates on such lands 
independently and separately. The rest 
of the problem is still being studied. 

The 1940 season may disclose heavy 
losses from yet another loophole in the 
insurance plan. The farmers are per- 
mitted to delay their applications for in- 
surance until a few days before they be- 
gin to seed their wheat. There is good 
reason for this. It is very difficult to sell 
the insurance and collect for it very long 
in advance of the time when it is needed. 
If conditions are good at seeding time, a 
fair amount of insurance will be sold; but 
if conditions are bad, everybody will in- 
sure. This happened on a very wide scale 
in the Kansas-Nebraska-South Dakota 
winter wheat area last fall. The land was 
excessively dry—so the farmers “‘rubbed 
their seed into the dust and took out in- 
surance.” It is possible that this hazard 
is not as dangerous to the Corporation as 
it sounds. We shall know when the 1940 
losses are adjusted. If the losses are bad, 
the last date to apply for insurance will 
have to be established several weeks be- 
fore seeding time, even if it means fewer 
policies sold. 


Operating Expenses Not Excessive 


It is already apparent that the Corpo- 
ration’s hope of attaining a low operat- 
ing cost per policy depends on selling a 
large number of policies. Its wheat oper- 
ations are carried on in 1,300 counties in 
35 states, and statistics from every 
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wheat farm in the nation must be ob- 
tained and analyzed. Most of the operat- 
ing expense is therefore fixed overhead, 
which will not increase with the number 
of policies. During the 1939 fiscal year 
the operating expenses amounted to 
$4,800,000, an amount equal to $28.90 
per policy on the 165,884 policies serv- 
iced, or to about 98% as much as the 
value of indemnities paid. In the 1940 
year the total expenses will be about 
$5,500,000, equal to about $14.00 per 
policy or to roughly % of the value of 
premiums collected. Since a large por- 
tion of these expense disbursements have 
paid for non-recurring equipment pur- 
chases, organizational work, research, 
etc., it is reasonable to expect substantial 
further reductions in the expense ratios 
next year, especially if the number of 
policies continues to grow. For the sake 
of comparison it might be noted that pri- 
vate fire and casualty insurers pay out 
almost as much in expenses as they pay 
in loss indemnities. Congressional com- 
mittees were told three years ago that 
the Corporation should be able to get its 
operating costs down to 20% of the val- 
ue of premiums collected. This would be 
a remarkable accomplishment, even for 
a virtual monopoly. A 25% ratio seems 
a more likely objective, and should cer- 
tainly be regarded as a moderate and 
economically justifiable figure. 

The Corporation’s expenses are likely 
to be somewhat irregular from year to 
year because of the cost of storing vary- 
ing amounts of wheat. Obviously, if pre- 
miums and losses are to be calculated in 
bushels of wheat, the Corporation must 
either store its collections against the 
day when losses must be paid, or sell its 
premium wheat and gamble on the cost 
of repurchases to meet loss claims. The 
storage alternative has been chosen. 
Records of past harvests indicate that 
there will probably be times when the 
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Corporation will be forced to store as 
much as two full years’ premiums, at 
considerable cost to itself; but the aver- 
age amount in storage will probably fall 
between one year’s premiums and half 
that amount. 


Fraud against the Corporation 
Not Widespread 


When the crop insurance plan was be- 
ing developed, some of the experts were 
frankly apprehensive about “moral haz- 
ard.” They expected many farmers to 
neglect their insured crops, to plant 
them on their poorest land, to make ex- 
cessive claims for losses, and in general 
to take all possible unfair advantage of 
the insurance contract. Apparently these 
things have not happened, except in cer- 
tain counties where the entire agricul- 
tural program is characterized by ex- 
treme laxity. 

The Corporation reports that in gen- 
eral it has had little difficulty with moral 
hazard thus far. The county AAA com- 
mittees which have the responsibility of 
passing on applications, inspecting in- 
sured crops, and adjusting claims, have 
apparently adhered to fairly uniform 
standards within their counties. They 
are too familiar with local conditions to 
be easily deceived, and local farmers hes- 
itate to attempt frauds in the full view of 
their neighbors. As respects neglect of 
crops or choosing the poorest land on the 
farm, these devices are made unprofita- 
ble by limiting the insured yield to 75% 
or 50% of the average per acre yield rec- 
ord of the farm. The first 25% (50%) of 
loss is not indemnified, and the only way 
to avoid it is to try to raise a full crop. 
Besides, a few poor yields would speedily 
lower the delinquent farmer’s insurable 
yield and raise his premium rate. 

To test these implications of success- 
ful management the author has recently 
obtained statements of opinion from 
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farmers, private insurance agents, bank- 
ers, and teachers of agriculture in 125 
wheat-raising communities in 16 states. 
The conclusions of these different voca- 
tional groups are almost identical. Asked 
about the prevalence of frauds against 
the Crop Insurance Corporation, 32% 
said none existed, 60% said there were a 
few cases, and 8% reported widespread 
fraud. When questioned about the 
FCIC’s measures for guarding against 
neglect and fraud, 68% said the Corpo- 
ration was careful, 20% said it was cas- 
ual, and 12% said it was careless. With 
respect to its business methods, 10% 
said it was severe, 78% said fair, and 
12% said lenient. This sounds like a very 
good record. Neither fraud nor contro- 
versy will impair the Corporation’s work 
if it can maintain a reputation for fair, 
firm, careful, and impartial dealings. 
One suggestion, however, is made by 
several farmers and insurance agents. 
They feel that the Corporation should 
develop a substantial and competent 
field force to help maintain uniformity in 
procedure among different counties and 
different states. Laxity in one area is 
likely to stimulate envy and emulation 
in others, which would most certainly 
bring disaster. 


The Opinions of the Farmers 


What do the farmers think of crop in- 
surance? The reactions are varied. One 
Illinois farmer replied that he couldn’t 
write what he really thought, because he 
didn’t have an asbestos envelope in 
which to mail his letter. A Montana 
farmer said that the whole scheme would 
“blow up” in five years because insur- 
ance guaranteeing only 75% of an aver- 
age crop wouldn’t protect the farmer 
from an operating loss in most years, and 
hence wasn’t adequate for his needs. A 
South Dakota operator commented that 
“basing premiums on farm records with- 
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out reference to who does the farming 
will never work, for there are tenant 
farmers in my county who never get 
75% of a crop on any farm.” There are 
dozens of other criticisms, some very 
sound and some seemingly based on the 
idea that insurance policies should al- 
ways pay benefits to supplement their 
owners’ incomes. One also gets the im- 
pression that a large number of insureds 
have been annoyed by limitations in the 
policy or misunderstandings regarding 
it. However, most of these have not de- 
finitely decided against continuing the 
insurance, and the 128% increase in 
number of policies in 1940 as compared 
with 1939 must indicate fairly general 
approval, even though some of the in- 
crease can be attributed to the drought 
conditions prevailing last fall. 

In addition to criticisms previously 
mentioned, the following appeared fre- 
quently: (1) Rates are too high and in- 
sured yields are too low to make insur- 
ance seem attractive in risky areas. (2) 
The county average loss-cost is given too 
much weight in computing premiums. 
(3) “Other counties” get unfairly low 
rates and high insured yields. (4) The 
premium rate is too high when wheat is 
high in price. (5) The policy won’t cover 
the loss if a portion of a bumper crop is 
destroyed, so hail (and other?) insurance 
is needed “whenever we get a good 
stand.” (6) The policy doesn’t cover late 
damage in shock or stack, if threshing is 
delayed. (7) The policy requires reseed- 
ing after a stand is winter-killed in many 
areas, but won’t idemnify the cost. (8) 
Pre-threshing adjustments for total or 
near-total losses on the basis of esti- 
mated possible yield are often “‘stingy.” 
(9) Adjusters insist on harvesting poor 
stands which aren’t worth cutting. (10) 
When a drought before seeding time 
makes the effort futile, the policy re- 
quires seeding anyway, in order to be 
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eligible to claim a loss. 

On the whole, it must be admitted 
that the criticisms do not point to fatal 
deficiencies in the insurance plan. In fact, 
several of the criticized features are not 
deficiencies at all, and most of the others 
are minor points or are being corrected. 
Nothing can be done to make a two- 
bushel premium for a six-bushel insured 
yield especially palatable to a Montana 
farmer, but when we consider that aver- 
age claims in such an area are the equiv- 
alent of a total loss every third year it is 
obvious that he is not ill treated. Further- 
more, even though the insured yield is 
not adequate to assure him prosperity, it 
will guard him from overwhelming loss 
in any year. That is its purpose. 


Can Crop Insurance Succeed? 


Within the past 40 years four note- 
worthy attempts tolaunchanall-risk crop 
insurance business have been made by 
private interests. All four ventures failed.® 
The apparent reasons for failure were: (1) 
attempts to insure the value of the crop 
or a recovery of costs of production, thus 
subjecting the insurer to price hazards; 
(2) inadequate actuarial data; (3) areas 
of operation too small to represent diver- 
sified weather conditions; (4) inadequate 
capital or unwillingness to persist after 
initial loss; and (5) permitting farmers to 
buy insurance after adverse weather con- 
ditions clearly portended losses. Of these 
five causes of loss, only the last is en- 
dangering the present program, and it 
can probably be overcome by setting the 
application deadline earlier in the sea- 
son. 


6 See Hearings on Federal Crop Insurance, before 
Subcommittee of House Committee on Agriculture, 
75th Cong., 1st Sess. 

7 Especially its 1st Annual Report (1939) and “A 
Statement on Crop Insurance” (Feb., 1940). 

8 The Corporation has had some cooperation from 
federal loan agencies in urging debtors to insure, but 
data collected by the author indicate that very few of 
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A review of the principal complaints 
against the Corporation and of its own 
published comments’ on its problems 
leaves the impression that this is no slip- 
shod political subsidy, but an attempt to 
run a sound insurance company. All evi- 
dence indicates that premium rates, 
policy terms, and loss payments are be- 
ing brought into an equitable and self- 
sustaining relationship. The Corporation 
is earning a reputation for fairness. Its 
product is certainly worth while, and it 
does not compete sharply enough with 
private underwriters to engender any 
widespread hostility to itself. From a 
technical standpoint one must concede 
the Corporation a good chance of suc- 
cess. 

However, two important and peren- 
nial non-technical hazards must be con- 
sidered. The first is the possibility of 
future political mismanagement, which 
may some day make the Corporation 
into either a vehicle for political manipu- 
lation or a soft-job haven for rural ward- 
heelers or both. Other government agen- 
cies have been so abused. It might be a 
good idea to turn the Corporation over 
to the farmers to be operated as a mu- 
tual company completely independent 
of the Government, if a reasonable pe- 
riod of operation proves its feasibility. 
That would involve certain financial dif- 
ficulties, but they might not be insur- 
mountable. 

The second hazard involves the will- 
ingness of farmers to participate in the 
program.® The premiums are unavoida- 
bly high in risky territory and many 
farmers hesitate to pay them even when 


the life insurance companies and only 40% of the banks 
in the wheat belt concern themselves with crop insur- 
ance. About 20% of the reporting banks require the 
insurance under certain circumstances, and a similar 
number are accustomed to advise it. A few institutions 
merely insure their own share-crop interests on farms 
which they own. 
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they recognize their fairness.® This is ser- 
jous to an organization which should en- 
roll 40% or more of the farms in areas in 
which it operates, in order to keep its 
operating expenses reasonable. Of course, 
the Corporation might cease to operate 
in areas in which it sells few policies, but 
its objective of stabilizing farm incomes 
can scarcely be reached that way. Real 
success means actually selling this insur- 
ance to at least 500,000 wheat produc- 
ers each year, including at least a propor- 
tional number in risky territory, despite 
their hesitation over the premiums. The 
record does not yet prove that the Cor- 
poration can do this, even if the Govern- 
ment continues to subsidize wheat 
insurance by contributing to its operat- 
ing expenses. Of course, it is possible 


9 The statistics of the Corporation indicate that the 
high rate areas have bought insurance as freely as 
other sections, thus far. However, almost % of the au- 
thor’s correspondents in Montana, North Dakota, 
South Dakota, Nebraska, Kansas, Oklahoma, and 
Texas volunteered the comment that their rates were 
“too high.” Their letters leave the impression that the 
insured in these areas find the premiums almost as bur- 
densome as the hazards insured against, and are not at 
all sure to continue their participation. 

10 | |, While the initial year’s business has resulted 
in great benefit to the insured producers, it has resulted, 
nevertheless, in an impairment of $1,430,000 in the 
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that the complaints over high rates are 
merely protests which can be overcome 
by proper efforts to sell the insurance. 

The wheat crop insurance venture 
may at this stage be called promising 
but unproven. Several more experi- 
mental years are needed to prove the 
salability of the insurance and its capac- 
ity to bear an expense-money loading. 
Possibly the project will require some ex- 
pense-money assistance from the Gov- 
ernment indefinitely; if so, we need to 
discover how much is necessary, and 
whether the social stability obtainable is 
worth its cost. 

Until the results of the wheat experi- 
ment are more clearly shown it would 
seem wise to defer attempts to insure 
other crops.!® 


Corporation’s capital, over and above the costs of ad- 
ministration and research which are borne by the 
Government. It seems evident, therefore, that we do 
not have as yet the essential ‘backlog of experience’ 
required for the establishment of a sound actuarial 
basis for crop insurance, i.e., for a crop insurance plan 
that would be fully self-supporting, with premium 
rates sufficient to cover costs of administration as well 
as of indemnities. Moreover, when such a plan is estab- 
lished, I think the producers of all major agricultural 
crops should share in its benefits....’ (From the 
President’s message of May 4, 1940, vetoing the cotton 
crop insurance measure.) 





I. Shall Going Value Be Included in the Rate-Base? 


By IRSTON R. BARNES* 


The Nature of Going Value 
1 ut INITIONS of concepts about 


which controversy clusters are 
quite as likely to mislead the under- 
standing as to guide it aright. No ele- 
ment of value has been more often de- 
nied, exaggerated, or disputed than that 
of going value. With this warning the 
following definition may be offered for 
the purpose of launching the discussion 
rather than for the purpose of pointing 
it to a predestined conclusion. Going val- 
ue has commonly been regarded as that 
added increment of value by which an 
operating concern, with established busi- 
ness connections, operating routines 
and revenues, exceeds (or may exceed) 
the value of one with an equivalent 
physical plant but which has yet to be- 
gin its operations.! In an early rate case, 
the Supreme Court stated that going 
value was “the added value of the plant 
as a whole over the sum of the values of 
its component parts, which is attached 
to it because it is in active and successful 
operation and earning a return,”? and 


* Assistant Professor of Economics, Yale University. 

1In a leading New York case, going value was de- 
fined with an emphasis on the so-called “development 
costs,” as “the amount equal to the deficiency of net 
earnings below a fair return on the actual investment 
due solely to the time and expenditures reasonably 
necessary and proper to the development of the business 
and property to its present stage, and not comprised 
in the valuation of the physical property.” Kings 
County Lighting Co. v. Willcox, 210 N. Y. 479, 491 
(1914). 

2 Knoxville v. Knoxville Water Co., 212 U. S. 1, 9 
(1901). 

3 This danger is clearly illustrated in the opinion of 
the Indiana Public Service Commission in Re Indian- 
apolis Water Co., P.U.R. 1923 D 449 (1923) at p. 494: 

“A good property has an intangible value or going 
concern value over and above the value of component 
parts of the physical property. Numerous theories 
about going value and about the method of computing 
the amount of it are available in the text books, and the 


this definition has been used in subse- 
quent decisions. 

Going value is frequently confused 
with good will and with franchise val- 
ues, and the two latter are confused with 
each other. The confusion of going value 
and franchise values involves a failure to 
exclude the elements of monopoly value 
associated with franchises, whether or 
not exclusive, from a value that is identi- 
fied with efficiency in operation and suc- 
cess in earning a satisfactory profit. The 
confusion of good will and franchise val- 
ue arises from an illogical attempt to as- 
sociate an element of monopoly value 
with a type of value which arises only 
under conditions of freecompetition. The 
confusion of good will and going value 
is likely to arise from attempts to associ- 
ate the latter with earning capacity.’ 
In commercial appraisals, going value, 
either alone or in combination with good 
will, often bulks large in the total value 
of unregulated enterprises. But in the 
valuation of utilities and similar regu- 
lated businesses, good will must be dis- 


long line of court and Commission decisions on the sub- 
ject. In this case, the cost of the physical property can 
be approximated, the cost of reproducing it on various 
bases is in evidence, and it is not difficult to arrive at a 
fairly correct sum to represent the physical or bare 
bones value. Any reasonable man with a knowledge of 
this property and the local conditions would unhesi- 
tatingly affirm that it had a value far in excess of the 
value of the pipe, buildings, grounds and machinery. 
Consider its earning power with low rates, the business 
it has attached, its fine public relations, its credit, the 
nature of the city and the certainty of large future 
growth, the way the property is planned and is being 
extended with the future needs of the city in view, its 
operating efficiency and standard of maintenance, its 
desirability as compared with similar properties in other 
cities and with other utilities of comparable size in this 
city. These things make up an element of value that is 
actual and not speculative. It would be considered bya 
buyer or seller of the property or by a buyer or seller of 
its securities.” 
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tinguished and rejected; it is an element 
of value that is pertinent only for busi- 
nesses operating under competitive con- 
ditions. And just as any monopoly ele- 
ment is ruled out in the determination of 
franchise values, so going value must 
neither duplicate the allowance for fran- 
chise values nor reflect any element of 
value arising from the utility’s relative 
immunity from the vicissitudes of com- 
petition. 


The Components of Going Value 


Much of the confusion that has char- 
acterized the discussion of going value 
arises from a lack of agreement as to 
whether going value relates to elements 
of “‘value”’ or to elements of “cost.” 

If going value is concerned with “val- 
ues,” there is simple common sense in 
the observation by the Supreme Court: 
“That there is an element of value in an 
assembled and established plan, doing 
business and earning money, over one 
not thus advanced, is self-evident.’ Cer- 
tainly an established and_ successful 
plant would have a greater value to a 
prospective purchaser than either an un- 
successful enterprise or an untried and 
unproven undertaking. But this value 
would be a function of the earnings of 
the established enterprise; it would be 
commercial value, perhaps quite unre- 
lated to any appraisal of the physical 
property of the business. And clearly, 
any value, whether it be termed “going 
value” or something equally euphonious, 
which is derived from the earnings of the 
enterprise, must be quite unacceptable 
in determining the fair base for regulat- 
ing the charges of utility enterprises. In 
utility regulation, going value is not, 
and cannot be, “‘value.” 

Going value, like the other elements of 
“value” which constitute the base for 


( 4 Des Moines Gas Co. v. Des Moines, 238 U.S. 153, 165 
1915). : 
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prescribing utility charges, must relate 
to elements of “‘cost.”’ Only to the extent 
that costs have been imposed on the util- 
ity corporation is it entitled to collect 
revenues from its patrons. Analysis of 
going value reveals that costs relating to 
establishment of the business may ad- 
here to the physical property, the per- 
sonnel, or the patronage of the utility; 
and in return for these expenditures, the 
enterprise has presumably attained fa- 
cility in its operations and an output 
commensurate with its capacity. Thus 
during the period of early operations, 
there will be a measure of experimenta- 
tion and adaptation before the most effi- 
cient operation of the physical plant is 
obtained; the “breaking in” of the physi- 
cal plant may even be accompanied by 
some replacement and relocation of parts 
and other changes of significant propor- 
tions. The personnel of the business must 
be selected and hired, employees must 
be trained for their particular jobs, op- 
erating routines must be devised and 
adjusted, the orderly preparation of ac- 
counting and other business records 
must be assured, et cetra. The develop- 
ment of patronage requires the expendi- 
ture of both time and money: prospec- 
tive users of the service must be can- 
vassed, advertising and free demonstra- 
tions are needed to make known the 
methods of using the service and its ad- 
vantages, the sale of necessary equip- 
ment to patrons must be stimulated 
through free installations and the exten- 
sion of credit, and finally connections 
must be made with the customer’s prem- 
ises, and meters must be installed. 
The attainment of capacity output is 
essential to the achievement of low 
costs. The source of inadequate income 
in the early period of operations is at- 
tributable largely to the necessity of 
building a plant of larger capacity than 
is required for immediate needs in order 
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that the prospective demand may be 
served economically. As business ex- 
pands, the revenues of the company be- 
come more adequate, unit costs decline, 
and profits replace losses. The losses, or 
the absence of profits, during the period 
prior to attainment of normal output are 
inevitable in launching any enterprise 
that requires substantial investments in 
plant and equipment. A corporation that 
has successfully survived this initial peri- 
od of low earnings is a more effective 
instrument of public service and is com- 
mercially more valuable than one which 
still faces the uncertainty of winning 
public patronage. The deficiencies in 
earnings during this initial period are 
sometimes regarded as the “‘cost”’ of de- 
veloping the business, analogous to the 
cost of the physical plant, except that 
this ‘“‘cost” is incurred after operations 
have begun.® 


Measures of Going Value 


The measurement of going value has 
been one of the unsolved problems of 
utility valuation. Of the methods pro- 
posed and utilized in its measurement, 
five merit description and analysis. For 
purposes of discussion these methods 
may be identified as: the development- 
cost, the comparative-plant, the repro- 
duction-cost, the expert-testimony, and 
the capitalization-of-initial-risk methods. 

z. The Development-Cost Method. De- 
velopment cost may be calculated either 
by an historical cost method or by the 
so-called Wisconsin formula. 

Development cost, if measured by his- 
torical cost, is determined from the ac- 
counting records of the utility. The na- 
ture of these costs has already been 
described; they are associated with 


5 Yet cost is not invariably accepted as a justification 
for an allowance for going value even by those commis- 
sions and courts that have consistently recognized this 
element of value. If the utility is not a success, no allow- 
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breaking in the physical plant and train- 
ing the personnel, and with the deficits 
incurred during development of the 
property. In amount, these costs have 
been said to average from Io to 20%, 
exceeding 30% in a substantial propor- 
tion of cases, and in some instances 
equalling 50%, of the cost of physical 
property. The magnitude of such costs 
will be influenced by the amount and 
proportion of fixed costs, being relatively 
larger for railroads than for other utili- 
ties, and by the length of the develop- 
ment period; and of course, significant 
variations will result from differences in 
the nature of the territory served. 
Numerous objections have been ad- 
vanced to use of the historical cost meth- 
od as a measure of going value for pur- 
poses of rate regulation. The historical 
development cost is not capable of def- 
inite determination where the records of 
the corporation are incomplete or inade- 
quate. Some of the elements of cost, such 
as those of the administrative staff, may 
already have been included in the over- 
head expenses. In the absence of explicit 
standards of managerial efficiency, it is 
not possible to determine to what extent 
deficiencies in early revenues were at- 
tributable to unavoidable delays in the 
development of profitable patronage and 
to what extent these deficits reflect in- 
efficient or incompetent management. 
As the magnitude of the costs depends 
upon the length of the development peri- 
od, and since there are no objective cri- 
teria for determining its proper length, 
it may be expected that the less success- 
ful utility—the one launched without a 
sufficient public demand for the service, 
or the one whose costs are unwar- 
rantedly exaggerated—will be given a 


ance for going value is made however inadequate its 
early earnings may have been. A street railway operat- 
ing at a deficit or with a return of only 2% has no going 
value that regulatory authorities will recognize. 
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greater going value than the utility that 
is immediately successful, a result quite 
contrary to common sense and sound 
public policy. 

The so-called Wisconsin method (long 
discredited and abandoned) was one 
widely known example of the develop- 
ment-cost principle. This method pro- 
ceeded on a basis whereby the deficien- 
cies in income below the fair return in 
any year were added to the rate-base for 
the following year. This formula may be 
expressed as follows: 


If rate-base at the beginning of the yearis.... By 

Cost of extensions during the year 

Operating expenses during the year (including 
depreciation) 

Fair return upon B; plus b/2 

Gross earnings for the year 


Then the rate-base for the following year 
Bz consists of the sum (Bi+b+O+R) 
minus E. The going value continues to 
accumulate until the earnings, E, equal 
or exceed the operating expenses, O, plus 


7 “There may also be a question as to whether such 
increment should constitute an addition to the cost 
new of the property, or to the value in its existing con- 
dition. If the cost new is the basis, it may be said in 
general, that the going value estimate should take into 
consideration a rate of return which should provide only 
for return on property, and not for depreciation, for, 
if the cost new is used, allowance is thereby made in 
the valuation for such amount as should have been set 


289 


the fair return, R. (See Table I.) 

Is the procedure developed by the 
early Wisconsin Railroad Commission a 
satisfactory method for the measure- 
ment of the going value for rate-making 
purposes? It has been noted that the for- 
mula results in an overcharge of con- 
sumers if interest is allowed on accruing 
depreciation unless there is also proper 
deduction for the previously accrued de- 
preciation. The validity of this criticism 
was recognized by the Commission, and 
depreciation was thereafter included in 
costs only when the rate-base was pres- 
ent value rather than the cost new.’ 

Like the historical development cost, 
the Wisconsin formula results in an ex- 
aggerated estimate of going value when 
the early period of inadequate earnings 
is prolonged, thus providing a guarantee 
of earnings despite inefficiencies and ex- 
travagances in management. The rea- 
sonable application of the formula thus 


aside to cover depreciation. On the other hand, if the 


present value is used, the rate of return which is con- 
sidered in arriving at the going value must be a rate 
which will cover interest and profits and also deprecia- 
tion. In the present case it seems that the allowance 
for going value and for discount on bonds constitutes a 
considerable addition to the existing value, but not a 
large increase in the cost new.” Janesville v. Fanesville 
Water Co., 7 Wis. R. C. R. 628 (1911). 


TaBLeE I. Earninc VALuE ComputTATIon® 





Cost at 
pens 
of Year 


Additions 
during 
Year 


Deprecia- 
tion 


1% 


Interest 
and Profit 
7% 


Total 
Foregoing 


Net 
Earnings 


Value at 
Close of 
Year 








1910 


$210,000 
222,165 
222,187 


226,268 
225,859 
226,135 
229,753 
231, 508 


229,189 
229,086 
231,764 
234,318 
232,477 





$8 ,034 
2,705 
3,007 


937 
1,829 
3,862 
3,163 
2,622 





$1,944 
1,997 
2,026 


2,046 
2,509 
2,088 
2,123 
2,152 


2,183 
1,227 
2,295 
2,356 
2,401 





$14,981 
15,646 
15,658 


15,872 
15,874 
15,965 
16,193 
16,297 


16,171 
16,217 
16,517 
16, 534 
16,453 





$234,959 
242,513 
242,878 


245,123 
245,621 
248,050 
251,231 
252,579 


251,191 
252,693 
258,967 
256,981 
256,469 





$12,794 
20,32 
16,610 


19,264 
19,486 
18,297 
19,723 
23,390 


22,105 
20,929 
24,649 
24, 504 
29,135 





$222,165 
222,187 
226, 268 


225,859 
226,135 
229,753 
231, 508 
229,189 


229,086 
231,764 
234,318 
232,477 
227 , 334 





§ This illustration with a slight variation, in procedure, is from the Wisconsin Railroad Commission’s calculation in Re Manitowoc Water 


Works Co., 7 Wis. R. 


C. R. 71, 103 (1911). 
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depends upon sound judgment in de- 
limiting the development period and 
avoiding excessive allowances. 

The development-cost method has not 
been approved by the Supreme Court. 
In the Galveston Electric Company 
case, Mr. Justice Brandeis ruled flatly 
against the inclusion of development 
cost in the base value for the purpose of 
determining whether a rate is confisca- 
tory: 

“The most important of these items is 
$520,000 for ‘development cost.’ The item 
is called by the master also ‘going concern 
value or values of plant in successful opera- 
tion.’ He could not have meant by this to 
cover the cost of establishing the system as a 
physically going concern, for the cost of 
converting the inert railway plant into an 
operating system is covered in the agreed 
historical value by items aggregating $202,- 
ooo. .. . The going value for which the mas- 
ter makes allowance is the cost of developing 
the operating railway system into a financi- 
ally tom concern. The only evidence 
offered or relied upon to support his finding 
is a capitalization of the net balance of al- 
leged past deficits in accordance with what 
was said to be the Wisconsin Rule. The ex- 
perts calculated this sum in various ways. 
One estimate placed the development cost 
at $2,000,000; a more moderate estimate by 
the company’s expert was $575,300; and the 
city’s expert made a calculation by which he 
estimated this so-called cost at $212,452. 

“If the rule were that a prescribed rate is 
to be held confiscatory in case net earnings 
are not sufficient to yield 8 per cent on the 
amount prudently invested in the business, 
there might be propriety in counting as part 
of the investment such amount, if any, as 
was necessarily expended at the start in 
overcoming initial difficulties incident to 
operation and in securing patronage. But no 
evidence of any such expenditure was intro- 
duced; and the claim of the company does 
not proceed upon that basis. What was pre- 
sented by the witnesses are studies, on vari- 
ous theories, of what past deficiencies in net 
income would aggregate, if 4 per cent were 
allowed as a depreciation annuity and 8 per 
cent compound interest were charged an- 
nually on the value of the property used. 
These calculations covered on one basis, the 
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period of 39 years since the original horse- 
car line was built; on another, the period of 
I$ years since the appellant purchased the 
property as a going concern. If net deficits 
so estimated were made a factor in the rate 
base, recognition of 8 per cent as a fair re- 
turn on the continuing investment would 
imply substantially a guarantee by the com- 
munity that the investor will net on his 
investment ultimately a return of 8 per cent 
yearly, with interest compounded on de- 
ferred payments; provided only that the 
traffic will in course of time bear a rate high 
enough to produce that amount. 

“The fact that a utility may reach finan- 
cial success only in time or not at all, is a 
reason for allowing a liberal return on the 
money invested in the enterprise; but it does 
not make past losses an element to be con- 
sidered in deciding what the base value is 
and whether the rate is confiscatory. A com- 
pany which has failed to secure from year to 
year sufficient earnings to keep the invest- 
ment unimpaired and to pay a fair return, 
whether its failure was the result of im- 
prudence in engaging in the enterprise, or of 
errors in management, or of omission to 
exact proper prices for its output, cannot 
erect out of past deficits a legal basis for 
holding confiscatory for the future, rates 
which would, on the basis of present repro- 
duction value, otherwise be compensatory. 
Knoxville v. Knoxville Water Co., 212 U.S. 
I, 14. 

“Nor is there evidence in the record to 
justify the master’s finding that a business 
brought to successful operation ‘should have 
a going concern value at least equal to one- 
third of its physical properties.’ Past losses 
obviously do not tend to prove present val- 
ues. The fact that a sometime losing business 
becomes profitable eventually through growth 
of the community or more efficient manage- 
ment, tends to prove merely that the ad- 
venture was not wholly misconceived. It is 
doubtless true, as the master indicated, that 
a prospective purchaser of the Galveston 
system would be willing to pay more for it 
with a record of annual losses overcome, than 
he would if the losses had continued. But 
would not the property be, at least, as valu- 
able if the past had presented a record of 
continuous successes? And shall the base 
value be deemed less in law if there was no 
development cost, because success was in- 
stant and continuous? Or, if the success had 
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been so great that, besides paying an annual 
return at the rate of 8 per cent, a large sur- 
plus had been accumulated, could the city 
insist that the base value be reduced by the 
amount of the surplus ?”’® 


Similarly, Mr. Justice McReynolds, in 
indicating what the Court regarded as 
the minimum fair value in the South- 
western Bell Telephone Company case, 
specifically excluded the cost of estab- 
lishing the business.° 

2. The Comparative-P lant Method. This 
method is a contribution of the engineers 
to the subject of utility valuation.!° 
Going value is determined by an analysis 
of the relative net earnings of an existing 
plant as compared with the net earnings 
of a hypothetical “comparative plant.” 
The “comparative plant” is assumed to 
be built and ready to begin operations on 
the date of valuation, and under non- 
competitive conditions to acquire as rap- 
idly as possible a business equivalent to 
that of the existing plant. First, the 
probable income of the extant plant is 
predicted for the period of years that are 
assumed to elapse until the “compara- 
tive plant” shall secure earnings equal to 
those of the existing plant. Then the 
earnings of the hypothetical “compara- 
tive plant” are predicted for each year 
until the annual net earnings shall be 
equal to the projected net earnings of the 
existing plant. The excess in the annual 
net earnings of the existing plant for 
each year during this period is dis- 
counted to the present; and the sum of 
these present values is said to measure 
the value of the “created income,” or 
going value, of the existing plant. It is 
described as the amount which a pur- 


8 258 U. S. 388, 393-6 (1922). 

9 262 U. S. 276, 288 (1932). 

10 Leonard Metcalf and John W. Alvord, “The Going 
Value of Water-Works,” 73 4m. Soc. C. E. Trans- 
actions 326-91 (1911). 

11 As examples of the former may be mentioned $20 
per customer for trucking, Re Rates on Milk Transporta- 
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chaser could afford to pay for the exist- 
ing property with its established income, 
beyond the value of the bare physical 
property. 

Two faults in the comparative-plant 
method have been fatal to its adoption 
by regulatory authorities. First, the 
method involves too many predictions 
and estimates resting on the unverifiable 
judgment of the valuation engineer: the 
probable future earnings of the extant 
plant, and the rate at which the com- 
parative plant will increase its earnings; 
these judgments must rest in turn upon 
other estimates—the conditions of busi- 
ness, the rate of population growth, the 
trend of operating expenses, et cetera. 
Secondly, the amount of going value 
that will result from the comparative- 
plant method depends directly upon the 
present and prospective earnings of the 
existing plant—an indefensible relation 
when the purpose of the valuation is the 
establishment of reasonable rates for the 
existing plant. 

3. The Reproduction-Cost Method. This 
method of measuring value may express 
the proper allowance as a specific sum 
per customer or other unit, or as a per- 
centage." For going value, as for other 
elements of reproduction cost, reliance is 
placed largely on estimates—estimates 
of the cost of training personnel, attach- 
ing the existing volume of business, and 
carrying the excess plant during the ini- 
tial period. In the nature of reproduction 
cost, these estimates rest fundamentally 
upon the testimony of valuation engi- 
neers and other experts. 

The reproduction-cost method has 
fared no better than other measures of 


tion, P.U.R. 1933 C 194 (Md., 1933); 2%, plus $5 per 
station, Re Chesapeake & P. Tel. Co., P.U.R. 1916 C 
925 (Md., 1916); $6 per station, Re Albemarle Tel. Co., 
P.U.R. 1922 A 756 (Va., 1921). Percentage allowances 
are customarily made, the majority of the allowances 
falling between 5 and 10%. 
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going value in meeting the legal hurdles. 
In the St. Joseph Stock Yards case, the 
Supreme Court found the testimony as 
to the reproduction cost of going value 
of no probative force: 


“‘Appellant’s witnesses, who testified at 
length at both hearings, followed an elabo- 
rate method involving assumptions and spec- 
ulations of the sort which fail to furnish a 
sound basis for computing a separate allow- 
ance for that element. .. . The witness dif- 
ferentiated his method from the ‘past de- 
ficit’? method. ... He styled his method as 
‘the cost of reproduction method of evaluat- 
ing the business.’ It compared ‘to the past 
deficit method in just exactly the same way 
that reproduction new of physical property 
compares to historical cost of physical 
property.’ His calculations depended upon 
assumptions of theoretical future deficits. 
They involved elaborate guesswork, accord- 
ing to assumed valuations of physical plant, 
the length of time required for the complete 
recovery of the business, and the rate of re- 
turn. At the first hearing he computed the 
going concern value at $666,666. At the 


second mensies by a similar method he made 
a 


various calculations dependent on assumed 
valuations of property, that is, $294,000 on 
a total valuation of $5,000,000; $358,000 on a 
valuation of approximately $3,500,000; and 
about $400,000, or approximately 2214 per 
cent. of the physical plant value on a valua- 
tion of $2,000,000. That is, as he said, 
‘Depending upon the final value as fixed by 


12 St. Foseph Stock Yards Co. v. U. S., 298 U. S. 38, 
62-3 (1936). 

18“The remaining question, then, is whether the 
Company has proved, with requisite persuasiveness, a 
greater amount for going value than that which may be 
treated as substantially allowed. An examination of the 
evidence offered by the Company upon this subject 
shows it to be of a highly speculative and uncertain 
character. There were two witnesses and the grounds 
of their estimates put their results in a strong light. 
The Company’s valuation expert, Mr. Luick, gave 
three methods which he had used as guides in the form- 
ing of his judgment as to going value. The first method 
was ‘gross revenue,’ which the witness used on the basis 
of his experience ‘that a purchaser will ordinarily and 
reasonably pay for a property with established earnings, 
and on a stabilized operating basis approximately one 
year’s gross revenue over and above the value of physi- 
cal property.’ This basis the witness said would indicate 
a going value of $15,801,208.21 ‘based on revenues for 
the year ended December 31, 1929.’ His second method 
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the Secretary, the going value will range in 
approximately a straight line variation be- 
tween the limits of 2214 per cent. for a mini- 
mum value of $2,000,000, and 6 per cent. or 
$294,000 for a maximum value of $5,000,000.’ 
The Secretary treated such speculations as 
‘in no real sense evidence.’ We agree with 
that conclusion.”” 


g. The Expert-Testimony Method. The 
determination of going value on the ba- 
sis of expert testimony has even less to 
recommend it than the methods already 
considered. The expert testimony may 
seek to show going value as value, that 
is, the sum which the attained facility in 
operation and the volume of patronage 
would be worth to a prospective pur- 
chaser—a quantum unacceptable for 
rate-making purposes—or it may seek 
to develop the historical or reproduction 
cost of creating the existing patronage 
and operating organization. Although 
commissions and lower courts have 
sometimes been willing to make findings 
of going value on the basis of such evi- 
dence, the Supreme Court, when the 
question was squarely presented to it, 
considered such testimony “‘too conjec- 
tural” to serve as a basis for testing 
whether prescribed rates were confisca- 
tory. 
was to take a percentage of the physical property, the 
witness stating that in his opinion a purchaser ‘would 
pay approximately 15 per cent. above the cost of repro- 
duction because of the going value of a property so 
developed.’ This percentage produced a total of $10,- 
638,005. The third method he called the ‘consumer 
method’ which was based on a cost of not less than $25 
per meter and gave an aggregate of $8,886,700. The 
witness said that he had also given consideration to the 
fact that the Company had ‘an exceptionally good his- 
tory of growth, an established business, with satisfac- 
tory record of earnings and excellent future prospects.’ 
The witness alluded to the growth of Los Angeles and 
adjoining communities, and considering all these fac- 
tors estimated the going value as of January 1, 1930, 
at $10,000,000. 

“The other witness, Mr. Miller, took Mr. Luick’s 
construction program, in which the latter had figured 


the cost of reproduction, and had assumed that there 
would be turned over to the operating department 


(Footnote 13 continued on page 293) 
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5. Capitalization of the Initial Risk. It 
has been proposed that going value be 
measured by a capitalization of the ini- 
tial risk, as indicated by the difference in 
the rate of return required to induce in- 
vestors to purchase the securities of a 
new, rather than of an established, en- 
terprise.4 This method may be illus- 
trated by assuming two similar plants 
each costing $1,000,000; if the estab- 
lished plant is able to sell its stock on a 
6% basis, it may be that the new plant 
will find it impossible to sell its securities 
on less than a 7 or 744% basis. If 744% 
be assumed, the difference in the initial 
risk as appraised by investors is 114%, 
or an annual return of $15,000, which, 
capitalized at 712%, yields a going value 
of $200,000. 

This method has not been adopted by 
regulatory authorities, and indeed it 
would appear to be quite unsuited to 
rate regulation. The differences in the 
yields on the securities of the two cor- 


porations, assuming the companies are 
otherwise comparable, may reflect a 
number of factors other than the fact 
that one is just beginning operations, 


(Footnote 13 continued from page 292) 


‘one-twentieth of the service mains during each quarter 
of the second to sixth years inclusive.’ Estimating year 
by year the cost of securing the business during the 
construction period, the witness took the difference be- 
tween 8 per cent. interest on the property used and 
useful during the year and the net earnings estimated 
to have been received, and the total of these differences 
with interest, during the period assumed to be required, 
was taken to represent the cost of securing the present 
business of the Company. This was thus calculated to 


293 


whereas the other is well established. 
Furthermore, this measure makes going 
value directly dependent upon earnings. 

From this too brief survey of the vari- 
ous methods for measuring going value, 
it appears that each of the methods fre- 
quently urged upon the consideration of 
commissions and courts is beset by crit- 
ical weaknesses. No method of measur- 
ing going value has been accepted as 
valid by the judiciary, and consequently 
public service commissions have felt free 
to reject the results derived by each 
method. If going value were to have a 
place in rate regulation, a first necessity 
would be to devise a measure of going 
value which could be recognized as valid 
by regulatory authorities. 

The second installment of this article 
will complete the discussion of the inclu- 
sion of going value in the rate-base by 
(1) analyzing the economic and legal 
status of this allowance as revealed in 
rate cases and (2) by examining the atti- 
tude of the United States Supreme Court 
toward the role of going-concern value 
in rate regulation. 


amount, from the second through the seventh year in- 
clusive, to $8,721,878. To this sum the witness added 
as to estimated cost ‘of organizing property and per- 
sonnel,’ $506,789, thus reaching the total of $9,228,667 
which the Company claims as going value. It is un- 
necessary to analyze the testimony of these witnesses, 
as it is obviously too conjectural to justify us in treating 
the failure to include their estimates as a sufficient basis 
for a finding of confiscation.” Los Angeles G. & E. 
Corp. v. Com., 289 U. S. 287, 317-9 (1933). 

“Nash, The Economics of Public Utilities (New 
York: McGraw-Hill Book Co., 1931), pp. 171-2. 





European Insurance Companies and Real Estate: 
With Particular Reference to Housing 
By CORLISS L. PARRY* 


7 following article deals with a 
topic that has been largely neglect- 
ed in American writing, but merits at- 
tention because insurance companies! 
are important elements in the financial 
structure of virtually all European na- 
tions, and real estate mortgages and di- 
rectly owned properties are among their 
principal investments. Its preparation 
was begun prior to the outbreak of war, 
but an effort has been made to include 
verifiable developments subsequent to 
that tragedy.? Obviously, the war and 
its consequences may bring drastic 
changes in the investment policies here 
described, if not in the institution of in- 
surance itself. At this juncture, the fu- 
ture is uncertain. But in the present un- 


happy situation, it may not be amiss 
to recall that, in previous difficult times, 
the European insurance industry has 
shown itself capable of remarkable resili- 
ence and adaptability to new conditions. 


Methods of Financing Real Estate 


At the outset it is worth setting down 
that foreign insurance companies pro- 
vide funds for the financing of real estate 
in no very different ways from those ex- 
isting in America. First and foremost, of 
course, is the mortgage loan on an indi- 
vidual property or group of properties. 
As in, the United States, this tradition- 
ally has been a first lien; the laws of 


* Evening lecturer on investments of insurance com- 
panies, Columbia University. 

1 The present treatment refers primarily to /ife in- 
surance companies, but a sharp distinction between 
them and other insurance companies is not always 
practicable. Unlike the prevailing American practice, 
many European companies transact all kinds of in- 
surance, with the respective branches merely depart- 
mentalized. 


many foreign countries forbid the grant- 
ing of junior loans by life insurance com- 
panies. Loans are customarily made for 
¥% to % of appraised value; in some in- 
stances, especially where the loan carries 
a guaranty from a municipality or other 
agency of government, higher percent- 
ages of value and even junior loans have 
been granted.’ 

Second, and least important in Euro- 
pean insurance company practice, is the 
purchase of securities issued by govern- 
mental and other bodies engaged in real 
estate or housing activity. In this class 
are the debentures of mortgage banks, 
securities issued by public housing au- 
thorities, obligations issued after the 
first World War for rebuilding the devas- 
tated areas, etc. In this type of real es- 
tate financing, obviously, the insurance 
company is in a more or less passive posi- 
tion so far as supervision of the pur- 
poses, construction, or earning possibili- 
ties of the property are concerned. 

A third method by which European 
insurance companies participate in real 
estate finance is the outright purchase or 
construction, and subsequent direct op- 
eration, of housing and other realty. Di- 
rect investment in urban real estate has 
been an important outlet for funds of 
French insurance companies for upwards 
of 110 years. Among Italian and Aus- 
trian companies, owned real estate is 


2 For effects of the war on real estate construction and 
finance in Great Britain, see ““War and Housing,” 50 
The Economic Fournal 42-50 (March, 1940); also “The 
Effect of the War upon British Building Societies,” 
Federal Home Loan Bank Review, May, 1940, p. 259 and 
June, 1940, p. 304. 

3 Cf. Ernest M. Fisher and Richard U. Ratcliff, 
European Housing Policy and Practice (Washington: 
Government Printing Office, 1936), passim. 
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likewise an important asset, as it is too 
for Swedish insurance organizations. 
These situations will be described in 
more detail later, as will the “flat” and 
other landed property owned by the 
largest British insurance company. Indi- 
rect ownership by means of stock in 
housing companies has enjoyed some 
modest vogue among Swedish insurance 
organizations, but there as elsewhere di- 
rect ownership is the more usual form. 


Lending on Mortgage 


Aggregate mortgage holdings of insur- 
ance companies in most European coun- 
tries have expanded over the years, but 
not consistently. During the first World 
War, growth of the mortgage port- 
folio virtually ceased in the major coun- 
tries. Afterwards, expansion was re- 
sumed, but often at a lesser rate than the 
growth of total assets. It thus results 
that, as a percentage of total assets, mort- 
gage loans are decidedly less prominent 
today in the portfolios of British and 
German life insurance companies, among 
others, than was true in 1914. In France, 
the percentage has changed little. These 
and other facts are revealed by Chart I, 
which traces the course of mortgage 
holdings for a half-century among three 
important European life insurance com- 
pany groups and (for comparison) 
United States legal-reserve life insurance 
companies.‘ 

In Germany, prior to the first World 
War, private life insurance companies 
had poured a steadily growing volume of 
funds into mortgages on choice proper- 
ties in Berlin and other large cities. For 
various reasons, partly legal, mortgages 

‘To prepare this chart, and Chart II on directly 
owned real estate, it has been necessary to draw statis- 
tics from many sources, and in some instances to recon- 
cile them in the interests of year-to-year and nation-to- 
nation comparability. As a general proposition, long- 


time comparable statistical series are less easily obtain- 
able for many European countries’ insurance com- 
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constituted the overwhelming share of 
their assets—above 80% for the private 
German life insurance industry as a 





CHART I 


COMPARATIVE PROMINENCE OF MORTGAGES 
IN LIFE INSURANCE COMPANY ASSETS 


RATIO OF ALL MORTGAGES HELD TO TOTAL ASSETS 
FOR COMPANIES OF FOUR NATIONS 
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whole. The war seriously curtailed, and 
the post-war inflation virtually stopped, 
this growth. Partly because of the shock 
of inflation, and for other reasons, the 
German life insurance industry partici- 
pated only to a minor degree in the low- 
rent housing boom of the 1920’s.* There 
followed, upon reéstablishment of the 


panies than for the United States, where state insur- 
ance departments and insurance company associations 
long have compiled and made public excellent data. 

5 Julius Fleischmann, “Financing Low-Rent Housing 
in Germany,” 12 Journal of Land & Public Utility 
Economics 121 (May, 1936). 
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companies after inflation, some brief ex- 
periments with other types of invest- 
ment. But by the late 1920’s, the Ger- 
man companies were again firmly com- 
mitted to a policy of heavy investment 
in mortgages, as Chart I reveals.® 

But the former percentage impor- 
tance of that investment class was never 
regained. With the rise of the Hitler re- 
gime, government obligations took a 
place of increasing prominence in the in- 
vestment scheme of the private German 
insurance industry. So too did loans to 
big industries. Between 1932 and 1938, 
security holdings (government, munici- 
pal, mortgage bank, etc.) of the private 
German life insurance industry nearly 
quadrupled, while mortgage holdings 
rose by barely % over the same period. 
While securities were rising in impor- 
tance from 12% to 24% of total assets, 
mortgage holdings were declining to less 
than 40% of assets, compared with more 
than 50% of assets in pre-Nazi days 
and about 80% characteristically before 
1914. Latest advices indicate a still fur- 
ther curtailment of the flow of funds into 
mortgages, by order of the German Min- 
ister of Finance.” 

Among French life insurance compa- 
nies, by contrast with the German, 
mortgage loans never have occupied a 
place of great prominence in the invest- 
ment portfolio. That has been particu- 
larly true for the joint-stock companies, 
which, unlike the situation in the United 
States, comprise the overwhelming share 
of the French life insurance business. As 
Chart I shows, a remarkably uniform 
share of these companies’ assets has been 
invested in mortgages throughout the 
half-century shown—i.e., close to 5%. 

6 In the inflation, mortgages proved to be a generally 
better investment for German insurance companies than 
did the obligations of the Reich itself, because of the 
higher percentage at which the former were revalorized 


in post-inflation days. But all investments suffered 
severely in that debacle. 
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The mutual offices have about 10% of 
assets in mortgages, and their percent- 
age has fluctuated more widely than that 
of the joint-stock companies. Further 
evidence of the comparative smallness of 
the mortgage business of the French life 
insurance industry is found in the fact 
that it totals, in aggregate, barely 1% of 
the mortgage portfolio of the famed 
Crédit Foncier.® 

French life insurance companies make 
loans up to 50% of the estimated value 
of the property, and these are almost 
wholly urban. Following the first World 
War, some experiments were conducted 
with loans made to building societies, in 
compliance with the government’s ef- 
forts to ameliorate the housing shortage. 
Loans up to the regular percentage of 
value were granted by the companies’ 
life insurance departments, with extra 
percentages granted through their fire 
or accident branches. But these loans did 
not turn out well, and the companies 
have since adhered to a more direct type 
of lending.® 

In Great Britain, mortgage loans long 
have been regarded with favor by life in- 
surance companies. Accordingly, one 
must seek for special reasons for the long- 
term drop in their relative prominence, 
revealed by Chart I. Some authors have 
sought to explain the decline in terms of 
competition from the building societies, 
or the diversion of funds into govern- 
ment obligations incident to war costs. 
But the changing economic structure of 
that nation undoubtedly also has been a 
factor; the growth of large-scale enter- 
prise means that, in many instances, 
properties are now financed through de- 
bentures that formerly might have been 

7 The Review, London, April 5, 1940, p. 263. 

8 Compte rendu présenté au nom du Conseil dAd- 
ministration du Crédit Foncier de France (Paris, 1939); 


p.9. 
* Pierre Hodra, “French Life Company Investment 
Policies,” Best’s Life News, November, 1939, p. 470- 
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financed by direct mortgage loans.!° 

But for the past 15 years the growth of 
the British companies’ mortgage hold- 
ings at least has kept pace with the 
growth in total assets, so that the ratio 
has held fairly steady at 10% to 13% of 
assets. Those percentages compare with 
about 20% of assets represented by 
mortgages at the end of 1914, and 40% 
in 1890 (compare Chart I). 

Multiple-dwelling properties in the 
larger towns are prime favorites for in- 
surance company mortgage loans, and in 
recent years much attention has been 
given also to loans on small homes 
through the so-called house purchase 
plans. These latter involve a combina- 
tion of mortgage loan (up to 80% of ap- 
praised value, often) and endowment in- 
surance, with the latter designed to repay 
the former at the end of the endowment 
period or upon earlier death. Important 
as are all these mortgages in the real es- 
tate economy of the United Kingdom, 
they nevertheless are not so important a 
factor as are the loans of the building 
societies. These institutions have had a 
phenomenal growth in Great Britain," 
so much so that their mortgage assets in 
1938 were nearly § times as great as in 
1925. Since 1929 alone, their total assets 
have more than doubled; this compares 
with an asset growth of less than 50% by 
the British life insurance industry, over 
the same decade. At present, insurance 
companies’ mortgages total between 14 
and % the mortgage assets of the build- 
ing societies. 

It is now clear that, among the three 
major European nations, there is no such 
thing as a “norm” as regards the per- 
centage of assets invested in mortgages. 


10 For further discussion of this point, see F. W. Paish 
and G. L. Schwartz, Insurance Funds and Their Invest- 
ment (London: P. S. King and Son, 1934), pp. 70-1. 
Also see “Insurance Investment Policy,” The (London) 
Economist, July 16, 1938, pp. 126-7. 
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It is all the more noteworthy, therefore, 
that the figures for United States life in- 
surance companies shown on Chart I 
tend to fall in between the extremes of 
mortgage investment policy of the Ger- 
man and French life insurance compa- 
nies. Sensitivity to the real estate cycle 
has been one characteristic of the Ameri- 
can companies’ curve, but if one men- 
tally ‘irons out” such ups and downs, he 
finds that the United States life insur- 
ance industry as a whole has had over 
the half-century not far from % of its 
assets invested in mortgage loans. 

Among European insurance company 
groups not included in Chart I, Swedish 
companies show about % of assets in 
mortgages. Prior to the outbreak of war, 
the Dutch companies likewise had % in 
mortgage loans, whereas the Norwegian 
companies had placed 40% of their as- 
sets in that medium. Among Swiss com- 
panies, about 34 of assets are mort- 
gages. 

Debentures 

It is virtually impossible to determine 
with statistical accuracy what portion of 
European insurance companies’ funds 
has been invested indirectly in real es- 
tate, by acquisition of bonds. Municipal 
securities issued for housing purposes 
often are not clearly marked as such; in 
other instances, the security holdings of 
the insurance companies are not report- 
ed in sufficient detail to permit identifi- 
cation of individual issues. Under the 
circumstances, one must fall back on 
partial evidence. In Great Britain, insur- 
ance companies are reported as holding 
modest amounts of the securities issued 
by local authorities, and in France obli- 
gations of the Crédit Foncier and of 
other mortgage banks appear in fair vol- 

11 The (London) Economist, Building Societies Sup- 
plement, July 1, 1939, pp. 3 and to. Cf. also Joseph L. 
Cohen, Building Society Finance (London: Reed and 
Co., 1933). 
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ume in the balance sheets of French life 
insurance companies. In Sweden, ap- 
proximately 14% of life insurance com- 
pany assets has been placed in the obli- 
gations of mortgage banks or related in- 
stitutions engaged in real estate lending. 

In Germany, the Reich authorities 
several years ago expressed dissatisfac- 
tion’? with the direct mortgage lending 
operations of the insurance companies, 
alleging that the larger and more stable 
urban centers had been favored to the 
exclusion of small towns and rural re- 
gions. This the companies vigorously de- 
nied. In this connection, it was laid down 
as a general proposition (it is claimed) 
that the duty of the companies was to in- 
vest their funds not necessarily in those 
outlets which afforded the highest satis- 
faction for policyholders, but in under- 
takings that best served the needs of 
the state and community.” As a part of 
this undertaking, mortgage banks were 
to be encouraged to expand their active 
lending, and the insurance companies to 
divert their funds from new direct mort- 
gage loans into bonds of the mortgage 
banks—assuming a more or less passive 
réle. To what degree this proposal had 
the active support of the supervisory au- 
thorities is not entirely clear; at any rate 
bonds (Pfandbriefe) of the mortgage 
banks constituted but 4% of the assets 
of the private German life insurance in- 
dustry at the end of 1935. 


Outright Ownership: Bird’s-Eye View 


So far as European insurance corpora- 
tions are concerned, few vestiges remain 
of the mortmain restrictions which se- 


12 Eastern Underwriter, August 24, 1934, p. 7. 

13 The Review, London, April 5, 1940, p. 263. 

4 Cf. A. J. McAndless, Report of Discussions and 
Speeches, Joint Meeting of Actuarial Society of America 
and American Institute of Actuaries, October, 1938, 
Pp. 75. 

16 A, Sieveking, The German Law on Private Insur- 
ance (London: Stevens and Sons, Ltd., 1927), pp. 20, 
21 and 25. Cf. also F. Hausner, Digest of Insurance 
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verely limited corporate holding of real 
estate in feudal times, and the philoso- 
phy of which was carried over into mod- 
ern statutory law. Ownership of real 
estate needed for the conduct of the bus- 
iness is universally permitted. So, too, is 
real estate acquired by foreclosure, 
though in the latter case the statutes 
sometimes specify that such properties 
must be disposed of within a definite pe- 
riod of years. 

As to real estate acquired for invest- 
ment alone, the rules naturally vary 
from nation to nation. Where restraint 
upon such ownership is found, it may 
take the form either of (1) an outright 
prohibition, encountered in the charters 
of some (but by no means all) English 
insurance companies; (2) a legal require- 
ment that consent of the supervisory au- 
thorities must first be obtained to the 
purchase, as is true in Germany;" (3) 
provision that, so far as statutory re- 
serves are concerned, only 3 of the value 
of such real estate investment shall be 
sanctioned, with the remaining 1% to be 
included as part of the insurance com- 
pany’s surplus funds—the situation in 
Sweden; (4) legal requirement that not 
over a certain percentage of assets or re- 
serves may be so invested—10% in the 
case of Hungarian insurance compa- 
nies;!6 or (5) rules so broad as virtually 
to sanction almost complete freedom 
within the judgment of the insurance 
company management. Thus, French in- 
surance companies are permitted to in- 
vest up to 40% of invested assets in 
realty,!” and in Italy the only restraint 
placed upon direct ownership of real es- 
Legislation for the Protection of Policyholders in Conti- 
nental Europe (London: The Policyholder Journal 
Company, Ltd., 1939), pp. 105 and 112. 

16 Hausner, of. cit., p. 163. 

17 Ministére du Travail, Décret portant réglement 
a’ Administration publique pour la constitution des 
Sociétés d’ Assurance, art. 153, J2. (Extrait du Fourna 
Officiel de la République Francaise, December 31, 1938 
No. 358, p. 15.) 
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tate by insurance companies is that the 
properties must be located in that nation 
or in one of its colonies, and be free of 
mortgage.!8 

Chart II shows the percentage prom- 
inence of real estate in the total assets of 
life insurance companies of three impor- 
tant European nations. For comparison, 
figures of the United States legal-reserve 
life insurance companies have been in- 
cluded. Within each company-group, the 
ratios have been derived from the com- 
bined real estate account—i.e., neces- 
sarily including every kind of real estate 
owned, for whatever reason acquired. 
For present purposes, a more satisfac- 
tory set of data would have pertained to 
investment properties alone, but these 
are not available except for the individ- 
ual companies to be discussed later. 

However, some generalization is pos- 
sible with respect to the nature of the 
real estate for which ratios are shown on 
Chart II. For the French life insurance 
companies, which show the heaviest in- 
vestment in that item, the real estate 
consists primarily of apartment and bus- 
iness properties purchased or built for 
investment, located in the middle-sized 
or larger cities of France and its colonies. 
Home and head office properties figure 
modestly, and rural real estate and fore- 
closed properties hardly at all in the 
holdings of the French insurance com- 
panies. For the British life insurance 
companies, home and head offices in the 
United Kingdom and elsewhere in the 
world are the largest single item in the 
real estate account; investments by one 
big company in “flats,” landed estates, 
and business properties also figure prom- 
inently, with some foreclosed properties 
in addition. For the German insurance 
companies, the real estate item is made 
up of office and other properties, and (in 


18 Annuario delle Assicurazioni (Rome: L’Assicura- 
zione, 1939), passim. 
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times of economic depression) fore- 
closed real estate, chiefly urban. 

Among all the national insurance 
groups shown on Chart II, the longest 
successful record with real estate as an 
investment may rightfully be claimed by 
the French insurance companies. Since 
1827, at least, they have had important 
direct investments in that field.!9 The 
aggregate amount of their realty invest- 
ment has been growing, but its percent- 
age importance in total assets neverthe- 
less has been falling for a half-century, as 
Chart II reveals. 
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But the decline of this ratio is more 
apparent than real—for the past 25 years 
at any rate. It results in important de- 
gree from the conservative accounting 
practices followed by these companies. 
When computing balance sheet values 
for their real estate, many of the French 
insurance companies include little if 


19 Proceedings of the Sixth International Congress of 
Actuaries (Vienna, 1909), Vol. I, p. 320. 
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any of the enhanced paper values for 
such properties that resulted from the 
depreciation in the franc. In other 
words, balance sheet values are gen- 
erally much below present market val- 
ues. By contrast, bonds and similar as- 
sets generally are figured close to actual 
market values. A test check reveals that, 
in 1939, market values of the leading 
French insurance companies’ real estate 
were 60% higher than their balance 
sheet values, but that market values of 
their bonds were but 10% above report- 
ed values. If one makes adjustment for 
these factors, and computes the ratio of 
real estate to total assets based upon 
1939 values, it is found that real es- 
tate now accounts for about 18% of the 
assets of French joint-stock life insur- 
ance companies—instead of the 12% ra- 
tio based on balance sheet values shown 
on Chart II. This adjusted ratio of 18%, 
then, is not far below the 1912 ratio of 
about 19%. Incidentally, these incre- 
ments in market value of real estate 
stood some of the French companies in 
good stead, as an offsetting factor to 
their heavy losses in Russian Govern- 
ment bonds as a result of the Commu- 
nist revolution. 

For British life insurance companies, 
real estate as a ratio of total assets rose 
steadily until about Ig910, when it con- 
stituted 10% of assets. For 20 years 
thereafter, the ratio fell, going below 5% 
in 1930. But the past decade has shown 
a rise, partly as a result of direct invest- 
ments in realty by one large company, to 
be discussed later. 

In Germany, there are individual life 


20 Carl Neumann, Fahrbuch der privaten und iffent- 
lich-rechtlichen Versicherung im Deutschen Reich (Berlin: 
Neumanns Zeitschrift fiir Versicherungswesen, 1938), 
p- 892. 

21 Further treatment of these American projects, 
which have received wide attention and acclaim from 
insurance supervisory and housing authorities, is out- 
side the scope of this article. For a description of Park- 


insurance companies which have 15% 
or even higher ratios of assets repre- 
sented by land and buildings.”° But for 
the German life insurance industry as a 
whole, real estate has never constituted 
a very important share of assets—barely 
2% to 3% before the inflation, and not 
much more than 10% even in 1924, 
when many of the companies’ fixed-in- 
come investments had been either wiped 
out or drastically hurt in value. At pres- 
ent, about 7% of assets is real estate of 
every kind. 

For the United States companies, in- 
cluded on Chart II for background, 
properties needed for the conduct of the 
business form the basic part of the real 
estate account. In the 1890’s and early 
1900’s, and again in the 1930’s, there was 
an increment of foreclosed city and 
farm real estate. Despite the severity of 
the economic depression of the 1930s, 
the ratio of real estate to total assets of 
these companies did not climb as high 
as it had in the 18g90’s, as Chart II 
shows. On that earlier occasion, the fore- 
closed holdings were disposed of to new 
or former owners fairly promptly upon 
the return of more prosperous business 
conditions—a process that is again at 
work. In addition, the U. S. ratios in 
recent years include the large and im- 
portant housing properties erected by 
the Metropolitan Life Insurance Com. 
pany” of New York and the Prudential 
Insurance Company of Newark. At the 
time of writing, these two mutual com- 
panies were the only ones that own and 
operate such housing. Their investment 


chester City, the Metropolitan Life’s newest develop- 
ment and unequalled in size by any private housing 
development anywhere, see The Architectural Forum, 
December, 1939. Mr. F. H. Ecker, chairman of the 
board of directors of that company, was the moving 
force in the construction of that city within a city. It 
far surpasses the company’s earlier Long Island housing 
development—the pioneer American large-scale hous- 
ing project operated by an insurance company. 
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in this respect—though obviously highly 
significant in its own right as modern 
large-scale housing—does not bulk very 
large in the total real estate account of 
the United States life insurance business. 

Among countries not included on the 
chart, important groups of insurance 
companies of Italy and of Austria have 
from 15% to 30% of assets in real es- 
tate.” Swedish stock and mutual life in- 
surance companies in 1937 had 3.7% of 
all assets in directly owned realty, and 
another 3% owned indirectly.% For the 
Swedish companies, both directly and 
indirectly owned real estate has ex- 
panded fairly rapidly in recent years, 
partly because of the companies’ desire 
for improved earnings but also for 
widened outlets for their funds. In Den- 
mark, the largest company (Hafnia) has 
a substantial investment in real estate, 
divided about % home office property, 
¥, housing, and another 1% in mixed com- 
mercial and other realty. However, these 
in the aggregate comprise but 2% of 
that company’s total assets. 


Outright Ownership: Experience of 
Some Individual Companies 


Because the French, among European 
insurance companies, have had the long- 
est and most successful experience with 
housing and other owned realty, it is 
helpful to examine their showing in 
greater detail. The three largest French 
life insurance companies—L’Union, La 
Nationale, and Compagnie d’Assurances 
Générales—account for about 40% of 
the real estate investment of the French 
life insurance industry. Detailed figures 
are available on the kind of properties 
held by the last named company, and 
o have been summarized on Chart 

I, 


* Rudolf E. Blumenthal, Wohnungsbau und Leben- 
versicherung (Berlin: Deutscher Verein fiir Versich- 
erungs-Wissenschaft, 1932), pp. 137-9. 
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In aggregate, this company owns I09 
properties, carried at a balance sheet val- 
ue of 206,000,000 francs, but valued on 
a market basis just prior to the present 
war at 341,000,000 francs. These proper- 
ties account for about 10% of the assets 
of this company; approximately 50% of 
its assets were in liquid Government 
or Government-guaranteed obligations, 





CHART IIT 
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while policy loans had absorbed only 4% 
of its assets. Thus the problem of the 
relative non-liquidity of real estate did 
not trouble it greatly. 

As the chart reveals, about 59% of its 
real estate investment was housing. 
Characteristic of the practicality of the 
French people, these housing properties 
had been acquired or built with a view 
primarily to their investment qualities, 
and only secondarily with a view to the 
economic levels of the population they 
might serve. As a matter of fact, the 
company’s housing is of very unequal 
size and nature; some consist of simple 
studios or small lodgings, offered at low 


% Enskilda forsdkringsanstalter ar 1937 av firsakrings- 
inspektionen (Stockholm: Sveriges Officiella Statistik, 


1939), pp. 30*-5*. 
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rents. Others, which for this company 
are in the majority, are intended for an 
upper middle-class or even wealthy 
clientele, and are located in the more ex- 
pensive quarters of Paris. 

Some private homes are included, but 
the housing investment consists primar- 
ily of large apartment houses. Of the 84 
properties or groups of properties owned 
by the company in Paris, 72 were bought 
or built before 1914. Many of these 
would not be adjudged modern by 
American standards. But of the newer 
properties, virtually all contain the lat- 
est appointments, including electrical re- 
frigeration, garages, etc. The fact that 
most of the properties are located in the 
same city as the company’s home office 
makes it feasible to service them from 
that location. Prospective tenants are 
invited to call at its real estate depart- 
ment there, and an attractive handbook 
is issued which describes briefly the larger 
apartment properties and some of the 
near-by scenic and historic sights that 
may make them attractive to tenants. 

The remainder of the real estate in- 
vestment of this old and highly success- 
ful French insurance company consists 
primarily of large commercial buildings, 
comprising 38% of the total investment. 
About 1% is in home office, and there 
are insignificant holdings of farms, land 
for sale in allotments, and vacant 
ground. 

Giving attention, next, to the com- 
bined real estate holdings of the three 
French companies already mentioned, it 
appears that in aggregate they own 257 
properties, carried at a balance sheet 
value of 757,000,000 francs—or an aver- 
age of about 3,000,000 francs per prop- 
erty. The largest single real estate in- 
vestment is 35,000,000 francs, by La Na- 
tionale, in an apartment and commercial 
property at Neuilly-sur-Seine. Trans- 
lated into dollars at the current rate for 
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francs, obviously even this latter sum 
would not represent a very large invest- 
ment by American standards. But dif- 
ferences between the two nations in 
costs make such comparisons invalid. 
Perhaps a better indicator is that this 
particular investment of 35,000,000 
francs is six times the size of that com- 
pany’s investment in its home office, 
and accounts for 114% of its total assets. 
For an American life insurance company 
with (say) $2,000,000,000 of assets, a 
corresponding percentageof assets placed 
in one project obviously would denote 
an investment of $30,000,000. 

Reference has already been made to 
the preponderance of Parisian real es- 
tate among the holdings of Compagnie 
Générales. That is a situation character- 
istic of French life insurance companies 
as a whole, and is typified by the figures 
for the three largest companies shown 
on Chart IV. 

To anyone acquainted with the prom- 
inence of Paris in the economic life of 
France, and the stability of that great 
city, it is not surprising that the manage- 
ments of these three companies have 
chosen it for the site of over 60% of their 
realty investment. Actually, the per- 
centage is even higher when computed 
on the basis of number of properties— 
nearly 70%. But the great strength of 
realty in that metropolis has not been 
the sole desideratum. Besides accessibil- 
ity to home office, French law has en- 
couraged the companies to locate their 
realty in the more populous centers by 
providing that, outside the Department 
of the Seine, investment realty may not 
be acquired in communes of less than 
50,000 inhabitants without consent of 
the supervisory authorities.” 

Other French cities account for 13%, 
and the colonies and protectorates for 


* Extrait du Journal Officiel de la République Fran- 
¢aise, December 31, 1938, No. 358, p. 15. 
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another 10% of the real estate invest- 
ment. Northern African cities in particu- 
lar have been looked upon with favor as 
locations. Finally, 16% of the realty is 
located in foreign cities—a not surpris- 
ing situation when one recalls that the 
French insurance companies operate in 
many nations. 

As for Italian insurance companies, in- 
vestment practices with respect to real 
estate vary widely. Several companies 
have but 2% to 5% of assets in that me- 
dium, whereas others have as much as 
50% of assets so invested. But the aver- 
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age is closer to 15%—or not far from the 
corresponding ratio for French insurance 
companies. The largest private Italian 
company, the old and well established 
Assicurazioni Generali of Venice and 
Trieste, founded in 1831 and doing a 
general insurance business, has more 
than 600,000,000 lire invested in di- 
rectly owned real estate, free of mort- 
gage. This investment constitutes ap- 
proximately 20% of its total assets. The 
second largest private company, Ri- 
unione Adriatica of Milan and Trieste, 


*% Hausner, op. cit., p. 174. 
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has realty valued at more than 450,000,- 
000 lire, or 25% of its total assets. These 
two companies, incidentally, account for 
close to 24 of the total assets of the pri- 
vate Italian insurance industry—partly 
because of total absorption of some 
other companies by a state insurance 
corporation. This Fascist-operated and 
fast growing Istituto Nazionale, to 
which private insurance companies are 
obliged to cede part of each life policy 
written® and which is now approxi- 
mately twice the size of any private 
company, has realty in excess of 600,- 
000,000 lire. This accounts for 10% of 
its assets, with public obligations of one 
type or another making up the prepon- 
derant part of the remainder. The real 
estate of the Italian insurance companies 
is largely urban, often consisting of large 
and imposing pa/azzi in the choice sec- 
tions of Milan, Genoa, and other leading 
Italian cities. 

In the United Kingdom, the company 
chiefly identified with ownership of hous- 
ing and other real estate as an invest- 
ment is the Prudential Assurance Com- 
pany Limited, of London. This is the 
largest British life insurance company, 
and accounts for about ) the assets of 
the industry. At the beginning of 1940, 
the investment of the Prudential in land- 
ed property was well in excess of £25,- 
000,000, and comprised 8% of its total 
assets. Of the realty holdings, approxi- 
mately 1% was office property used for 
the conduct of the business, 1% was 
ground rents, and the remainder, invest- 
ment real estate of various categories. 
Particularly important in the latter are 
the large blocks of “flat” properties, 
erected by the company at various pe- 
riods. Among the newer properties are 
those located at St. Mary Abbot’s Court, 
Kensington, erected in 1928, and those 
at Bath Hill Court, Bournemouth, con- 
structed in 1938 and 1939. Up to the out- 





304 THE JOURNAL OF LAND & PUBLIC UTILITY ECONOMICS 


break of war, at least, the company’s 
policy of direct investment in real es- 
tate had been continued, and even ex- 
panded. At the annual general meeting 
in March, 1939, the company’s chairman 
expressed satisfaction with the experi- 
ence on its “flat” properties,”® and at 
the 1940 annual meeting it was an- 
nounced that direct investment in realty 
had been extended to include the pur- 
chase of a large agricultural estate in the 


Midlands.?’ 


Operating Results 


It is possible only in limited degree to 
appraise the operating results that 
European insurance companies have had 
from directly owned real estate. But 
such data as are obtainable indicate a 
generally satisfactory experience. 

As to occupancy ratios, Compagnie 
d’Assurances Générales reports that the 
ratio for its properties was 92.5% in 
1936, 93.8% in 1937, and 95.8% at the 
end of 1938—the latest date for which 
figures are obtainable. Obviously these 
are satisfactory figures, but even higher 
occupancy ratios are reported by the 
Prudential Assurance Company Limited 
for its “flat” properties. Early in 1935 
the occupancy ratio was 93%, by the 
end of 1937 it had climbed to 96.7%, and 
at the end of 1938 was 97.8%. These 
figures compare fairly well with the 
highly favorable occupancy experience 
of the Metropolitan Life Insurance 
Company of New York on its Long 
Island housing development. 

As to earnings, there is complaint in 
the reports of some foreign companies of 
high operating costs, including taxes. 
But all French joint-stock life insurance 
companies earned on their realty, net 
before depreciation, about 44%% in a 
recent year. That was about 4% above 


26 “The Prudential Report for 1938,” The Insurance 
Mail, March 15, 1939, pp. 204-5. 


the gross rate earned on all assets. In- 
spection of the statements of individual 
French insurance companies reveals 
wide differences in operating results, 
with some showing relatively small net 
earnings after depreciation, but others 
showing in 1938 results even better than 
those just mentioned. Hafnia of Copen- 
hagen, the largest Danish life insurance 
company, earned 5.3% gross and 4.7% 
net on its realty in 1938. This compared 
with a rate of 4.8% earned on assets as a 
whole. As of a recent date, also, the 
entire landed property of the Prudential 
Assurance Company Limited of London 
had produced an income, after deduction 
of outgoing, equal to about 44% on its 
balance sheet value. 

In their earnings computations, sev- 
eral of the European insurance com- 
panies assume a long life for their 
properties, and make relatively modest 
charges for depreciation. Thus, one 
French insurance company was depreci- 
ating its properties at the rate of 2% 
annually, another at the rate of 1% an- 
nually, and a third at a rate of 114% 
per year, with a special depreciation 
charge of 114% tacked on. Fleischmann 
states® that it has been the practice to 
depreciate low-rent housing in Germany 
at a rate of 1% annually, but he criti- 
cizes this as too low. However, reverting 
to the case of the French insurance 
companies, it should be recalled that the 
balance sheet values of their realty were 
already much below market value, of- 
fering another factor of safety. 

In various European countries, the 
earnings experience on realty has been 
aided by tax-exemption features. In 
Germany, new low-rent housing, in- 
cluding land, was generally tax-exempt 
for 10 years after completion. In France, 


27 The Post Magazine and Insurance Monitor, April 13, 
1940, p. 484. 
28 Op. cit., pp. 124-5. 
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unless war conditions have brought 
about a change, new construction, re- 
construction, and additions are virtu- 
ally tax-free for a period of two years. 
The duration of this exemption had been 
extended to 15 years for buildings or 
portions of buildings devoted to dwelling 
purposes, provided their construction 
was completed before 1941. Other new 
properties, completed before 1941, had 
likewise been granted a special exemp- 
tion from taxes for 10 years. Insurance 
company owners enjoyed these exemp- 
tions in common with other owners of 
realty. 

A partially offsetting factor to the 
favorable ones just mentioned is the 
subjection of European realty, in times 
of war or other emergency, to govern- 
ment rent decrees. In this respect, the 
French experience is not unlike that of 
other European nations. There, for ex- 
ample, almost at the outbreak of the 
most recent conflict, the government 


empowered the courts to drastically re- 
duce rent for mobilized lessees, where the 
latter could prove that the war had im- 
paired their financial capacity. Out- 
right cancellation of leases by mobilized 
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lessees was likewise provided for, and 
non-mobilized lessees could ask for delay 
in payment, under exceptional circum- 
stances. Property owners, in turn, who 
suffered because of these decrees, were 
given the right to delay payment of 
mortgage interest, on proof that the 
war had deprived them of substantial 
portions of their customary revenue. 
However, these disabilities usually are 
temporary. 

Viewed in entirety, the housing and 
other realty owned by European life in- 
surance companies have proved success- 
ful investments. That is true not only as 
regards maintenance of capital values, 
but also as to general earning power, 
with some exceptions. Obviously, a very 
special kind of skill is necessary for suc- 
cessful real estate investment and opera- 
tion, and that the larger European 
companies have supplied. Perhaps the 
surest proof of their confidence in real 
estate is that they had continued to 
place new funds in that medium, until 
the outbreak of the war. Whether recent 
war-time developments abroad have ir- 
reparably altered the picture remains to 
be seen. 





A Review of Railroad Financing, 1920-1938: 
II. Types and Methods of Financing 
By HERBERT E. DOUGALL* and LORING C. FARWELL 


HE first installment of this article’ 

contained a discussion of the volume 
of new railroad securities issued from 
May, 1920 to December, 1938 and an 
analysis of the cost of railway borrowed 
capital during that period. The present 
article is concerned with the qualitative 
aspects of railway financing during the 
same period. 


III. Railroad Capital Structure 


Table VI provides a picture of the 
capital structure of the industry at five- 
year intervals since 1920 and reveals 
in simple fashion the degree to which the 
railroads have relied for their permanent 
capital upon funded debt, stock, and 
reinvested earnings. 

Much criticism has been directed 
against the industry’s policy of heavy 
emphasis upon funded debt financing, 
which burdened it with half a billion dol- 
lars of interest charges and left it vulner- 
able to the decline in earnings which be- 
gan in 1930, and which has carried almost 
¥% of railroad mileage into receivership 
or bankruptcy. The Interstate Com- 
merce Commission, in its annual report 
for 1936, suggested that the carriers had 
made little effort to reduce their interest- 
bearing debt or build up their surplus out 
of earnings.® The following discussion is 
designed to analyze and interpret the 
financial policies pursued during the 
period. 


* Associate Professor of Finance, Northwestern Uni- 
versity. 

¢ Graduate Assistant in Finance, Northwestern Uni- 
versity. 

7 Herbert E. Dougall and Loring C. Farwell, “A 
Review of Railroad Financing, 1920-1938: I. Volume 
and Cost of Railroad Capital,” 16 Fournal of Land & 


However, before going into detail on 
various aspects of financial policy, a few 
observations may be made on the gen- 
eral picture presented in Table VI. Dur- 
ing the early 20’s stock and surplus in- 
creased sufficiently to offset the increase 
in funded debt, leaving the latter’s pro- 
portion of total capital structure the 
same. Although it would have been de- 
sirable for the carriers to have done more 
stock financing, bonds were more attrac- 
tive to investors, both individual and 
fiduciary, than were stocks. However, 
as revealed in Table VII, from 1920 to 
1924 inclusive, while investment in road 
and equipment of all carriers increased 
2.3 billion dollars, securities outstanding 
increased only 1.7 billions. A substantial 
reliance upon reinvested earnings and 
reserves as a source of permanent capital 
is thus indicated. 

During the period 1925-29 the rail- 
roads turned to stock and reinvested 
earnings as sources of permanent capital 
to an unprecedented degree. Table VI 
shows that, while funded debt outstand- 
ing actually decreased in amount, pre- 
ferred and common stock increased 585 
millions and surplus 1,688 millions. “The 
switch to stock and surplus as the major 
sources of funds was due to the strength 
of the stock market and the increasing 
earnings of the industry.” Since 1929 
the poor earnings record of the industry 


Public Utility Economics 207-13 (May, 1940). Tables 
and footnotes are numbered consecutively with those 
in the first installment. 

8 ICC, Annual Report, 1936, pp. 16-7. 

®H. G. Guthmann and H. E. Dougall, Corporate 
Financial Policy (New York: Prentice-Hall, Inc., 1940), 
Pp. 309. 

10 Jbid., pp. 309-10. 
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TaB_e VI. Capita Structures oF RAILROADS, DECEMBER 31, 1920-1938* 
(In Millions) 











1920 1924 1929 1934 1938 





Per 
Cent 


Per 
Cent 


Per 
Cent 


Per 
Cent 


Per 


Cent Amount 


Amount Amount Amount Amount 





$13,766 
2,049 
8,040 
31073 
$26,928 


$1.1 
7.6 
29.9 
11.4 
100.0 


$14,532 
Oo} 2,044 


$14,065 | 47.9 
6} 7,994 
5 
° 


2,065 
7,853 
51472 
$29,455 


$14,162 
1,935 
71539 
3,784 
$27,420 


$12,778 
1,898 
7,215 
3,087 
$24,978 


* ICC, Statistics of Railways in the U.S., 1938, Table 155, p. 142. Includes Class I, II, III and lessor carriers. Includes securities nominally 
issued and nominally outstanding. 


51.1 
7.6 
29.0 
12.3 
100.0 


51.6 
9.1 
27.5 


13.8 
100.0 


50.6 
7 
27-9 


14.4 
100.0 


Preferred stockt 
Common stockf 


4,122 
$28 , 692 














100. 























¢ Includes no-par stock carried at consideration received. 


has precluded the use of stock as a source 
of new funds except in the case of the 
strongest carriers, and surplus has been 
materially reduced by deficit operations. 


TABLE VII. CapirALIZATION AND 
INVESTMENT IN RoaD AND 
EquIPMENT* 


(In Millions) 








Capitaliza- 
tion 


Invest- 


Year 
° ment 





$21, 891 
23,636 
23,983 
24,570 
23,855 


$19,849 
22,182 
24,414 
24,791 
24,756 


1920 
1924 
1929 
1934 
1938 








Increase 1920-1938 4,907 1,964 





* ICC, Statistics of Railways in the U. S., 1938, Table 155, p. 142. 
Includes Class I, II, III and lessor roads. wae 


IV. Railroad Financial Policies 


1. Debt Retirement through Sinking 
Funds. Had the carriers followed the 
practice of making regular provision for 
debt reduction by establishing sinking 
funds or by serial retirement, the burden 
of debt at the time they were overtaken 
by the decline in earnings would have 
been much easier to bear. But, save for 
equipment trust certificates, which are 
almost always serially retired, the debt 
has been thought of as permanent, to be 
refunded rather than repaid. This atti- 
tude was based on the assumption that 
the earnings of the industry would, under 


regulation and in the absence of sub- 
stantial competition, always be sufficient 
to meet interest charges and to permit 
refunding at maturity, and on the as- 
sumption of the fixed nature of the car- 
riers’ assets. A survey of the bond issues 
sold since the first world war reveals 
only 22 serial issues, and only 16 in 
which the term “sinking fund” appears 
in the bond name. But the name of an 
issue is a poor indicator of its real nature. 
Fortunately, a comprehensive study is 
available which shows the extent to 
which sinking funds have been used. 
W. H. S. Stevens, in Railroad Sinking 
Funds and Funded Debt reports (pp. 
17-20) that, as of December 31, 1935, 
of the 51 large Class I railroads whose 
total debt (9 billion dollars) comprised 
70% of the total debt of all railroads, 28 
had “sinking fund”’ debt outstanding in 
the amount of 1.4 billions, or 15.6% of 
their total debt. However, of this so- 
called “sinking fund” debt, only 112 mil- 
lions required unconditional payments. 

Recognizing that the burden of rail- 
road debt would have to be reduced, the 
Commission, in its report for 1933, in- 
dicated that it was giving consideration 
to methods of bringing about a reversal 
of the present trend in railway financing: 
“We believe that the desired results can be 
obtained, in part at least, through the pro- 

11 Washington, ICC, 1939. 
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vision of sinking funds to be set up by the 
railway companies out of net income for the 
purpose of retiring a part of their funded 
debt before maturity. If such funds are not 
voluntarily established by the railway com- 
panies, their establishment may be required 
as a condition to our authorization of further 
bond issues under the provisions of section 
20a of the Interstate Commerce Act.” 


The subsequent policy of the Commis- 
sion is indicated in its report for 1936: 
“In all cases where we have been called 
upon to approve the actual issue of bonds 
we have insisted that the applicant make 
provision for the retirement of all or part of 
the bonds before maturity and have required 
that sinking funds be provided, unless good 
and sufficient reasons appeared for not doing 
so. 718 


The effect of the Commission’s policy 
is seen not so much in the provisions of 
the issues of the stronger concerns able 
to refund old debt or sell new bonds 
during the past few years as in the issues 
proposed for failed companies under- 
going financial reorganization. 
“Practically all railway companies that have 
filed plans for the reorganization of their 
properties under the provision of section 77 
of the Bankruptcy Act have included provi- 
sions for sinking funds to be set up out of 
earnings and many of them have also in- 
cluded provisions for sinking funds out of 
earnings for additions and betterments.”4 


Sound though the idea may be, it is 
clear that the process of debt reduction 
through mandatory sinking funds is too 
slow to give any material relief to the 
railroads now in distress. And carriers 
whose investment is steadily increasing 
would have to issue new securities to the 
extent that earnings are diverted into 
sinking funds rather than into new prop- 
erty. Rigid sinking fund requirements 
may work a hardship by requiring the 


12 ICC, Annual Report, 1933, p. 26. 

18 ICC, Annual Report, 1936, p. 17. 

4 Tbid., pp. 17-8. 

18 For example, see Irvin Bussing, Railroad Debt 
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reduction of debt instead of allowing in- 
vestment in improvements desirable 
from the competitive point of view and 
from that of public service. Accordingly, 
some have advocated flexible sinking 
fund arrangements.” 

2. Reinvestment of Earnings. The data 
on capital structure presented above re- 
veal the very considerable degree to 
which the carriers relied on reinvestment 
of earnings in the post-war period, es- 
pecially in 1925-29. In addition to the 
growth of assets represented by the in- 
creased balance in the surplus account, 
capital represented by depreciation re- 
serves also increased substantially. Such 
reserves, for all carriers, rose from $1,081 
millions at the end of 1920 to $1,550 
millions at the end of 1924, $2,170 mil- 
lions at the end of 1929, $2,765 millions 
at the end of 1934, and $3,045 millions 
at the end of 1938.!° Such increases in 
surplus and reserves weaken consider- 
ably the argument that railroad manage- 
ment as a whole followed a reckless 
policy of overcapitalization. It is true 
that individual carriers leaned far too 
heavily on the sale of bonds and were 
overgenerous in dividend payments, but 
it should also be remembered that the 
rate of return earned by the industry was 
never substantial, even in the 20’s, and 
left but a small share of gross income 
available for dividends or reinvestment.” 
Table VIII indicates the earnings and 
dividend record of all railways from 1920 
through 1938. In those years when divi- 
dend payments exceeded net income, a 
partial explanation of the seeming prodi- 
gality lies in the fact that, whereas in- 
dividual carriers might have earned and 
paid large dividends, others contributed 
even larger deficits and thus produced a 


Reduction (New York: Savings Banks Trust Co., 1937). 
16 ICC, Statistics of Railways in the U. S., 1938, Table 


155, p. 142. 
17 See Table II, first installment. 
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red net income figure for the group. 
With reference to railroad dividend 
policies Moulton concludes: 


“We see nothing in this record to justify a 
conclusion that in 1922-1929 the railroad 
managements were guilty of excessive liber- 
ality in the payment of dividends, no matter 
whether the question be reviewed from the 
standpoint of private finance or from that of 
the public interest.’”!® 


But he goes on to say: 


“There is, however, just ground for criticism 
of the dividend record of 1931 ... there are 
cases where dividend payments were con- 
tinued well into 1931 by railroads which were 
bound to need the money for fixed charges 
if the course of the depression was not 
quickly reversed.”!® 


3. Use of Convertible Bonds. The con- 
vertible bond affords the issuer the ad- 
vantages of trading on the equity while 
the bonds remain unconverted, and the 
possibility of conversion into common 
stock with the resulting decrease in debt 

18H, G. Moulton and Associates, The American 


Transportation Problem (Washington: Brookings Insti- 
tution, 1933), p. 316. 


399 


and interest. During the period of more 
substantial earnings, most of the rail- 
roads were under little pressure to elimi- 
nate debt, were able to sell bonds with- 
out adding this sort of inducement, and 
made little use of the feature. It appears 
now that, for the stronger carriers at 
least, the issuance of convertible bonds 
involving attractive conversion prices 
might have done much to reduce their 
debt prior to the disastrous 30’s, and 
that the dilution of the common stock 
which would have resulted would not 
have been a serious consideration for 
either the management or stockholder 
groups, since it is customary to offer the 
convertible bonds first to the existing 
owners of stock. Examples of successful 
offerings of convertibles after 1930 are 
rare, as is to be expected from the spotty 
earnings record since that year. In 1934, 
faced with maturing debt, the New York 
Central issued $59,911,900 secured con- 
vertible debentures of 1944, most of 


which were converted before 1937; with 


19 Tbid., pp. 319-20. 


TaBLe VIII. Earnincs anp DivipenD PayMEntTs* 
(In Millions) 








Deductions: 
Rent and 
Interest 


Available 


Year for Charges 


Ratio 
Dividends to 
Net Income 

(Per cent) 


Net 


Tae Dividends 





$740 
750 
761 
778 
791 
798 
803 
799 
806 
809 
798 
789 
79° 
778 
769 
785 
759 
726 


1921 
1922 
1923 
1924 
1925 
1926 
1927 
1928 
1929 
1930 
1931 
1932 
1933 
1934 
1935 
1936 
1937 
1938 


$1,091 
1,184 
1,393 
1,401 
1, 562 
1,681 
1,545 


1,007 
896 
639 











$456 
339 
412 
385 
410 
474 
567t 
510 
561 
603 
401 
151 
159 
212 
203 
232 
228 
136 


$351 
434 
32 
623 
771 
883 


855 











* ICC, Statistics of Railways in the U. S., 1938, Table 155, p. 142. 
t —— unusual items, not cash $76,300,000. 
cit. 
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the later favorable stock market the 
company forced their conversion as a 
preliminary to the sale of secured con- 
vertible 314’s in June, 1937. Examples 
of recent convertible issues which have 
remained unconverted include the Great 
Northern issues offered in 1936, totalling 
'$98,500,000, and the $52,670,000 con- 
vertible debenture 31%4’s offered by the 
Pennsylvania Railroad in 1937. 

Although convertible bonds may be 
offered when the market will not absorb 
high-grade issues at low rates, the pos- 
sibility, of course, remains that they may 
never be converted and so may add 
permanent debt at relatively high in- 
terest rates. However, by setting the 
conversion price low and by inserting the 
call feature, the maximum control over 
the debt can be obtained. 

4. Maturity. Contrary to the general 
impression, very long maturities have 
not dominated in railroad debt financing 
—at least in the post-war period.?° Of 
the bonds authorized by the Interstate 
Commerce Commission since the return 
of the carriers to private control in 1920, 
more fell within the 21-30 year group 
than in any other 10-year group. The 
second most important group was the 
11-20 year group, and the third, the 41- 
50 year group. Only 6% had maturities 
of over 51 years, whereas 18% had ma- 
turities of Io years or less. Of the total, 
47% fell due in from 11 to 40 years. 

From 1930, the maturities deviated 
considerably from the general pattern. 
The importance of very short and very 
long maturities increased considerably. 
This was attributable to two influences: 
(1) the policy of the stronger lines to 


20 “As a result of practical experience we know that 
technical and social changes come rapidly and that 
future generations demand the benefit of new inven- 
tions and improved living regardless of the burdens 
handed down to them in the past. This points to slight 
justification for long-term debt incurred for 100 years 
or more and suggests a term approximately the life of 
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refund at the lower rates for as long a 
period as possible; (2) the large number 
of issues of bonds representing short- 
term extensions of debt falling due in 
the years of lowered earnings. 

5. Financing with Stock. We have 
seen the extent to which the carriers 
have relied on the sale of stock as a 
source of permanent investment. It has 
been noted that except during the period 
1925-29, the majority of carriers did not 
enjoy profits substantial enough to at- 
tract equity capital and asa result many 
were obliged to continue financing with 
bonds. The roads which could have used 
the proceeds of stock sales to reduce 
their funded debt did not feel the need 
of doing so, and the weaker carriers were 
unable to do so. The carrying charges on 
bonds were so much lower than the rate 
of earnings required on stock, even in the 
period 1925-29, that the dilution of the 
common’s earning power would have 
seemed most undesirable. 


“Therefore even in those cases where, by 
careful management and timing, bonds 
might have been refunded into common 
stock, the temptation was strong to let 
matters alone and retire bonds only when 
retained earnings were not greatly needed 
for improvements and additions and could 
be used to pay off convenient small maturi- 
ties.””2! 


And as Moulton suggests: 


“Looking backward now, it is easy to say of 
many roads that if they had taken advan- 
tage of the investment situation in 1925-1929 
to float stocks they would be in better finan- 
cial shape now. . . . But we can hardly take 
the position that | managements of railroads 
ought to have foreseen the coming of the 
reatest depression in history, and to have 
feared arned of it by methods not available to 


a generation, which is reckoned to be in the order of 25 
to 30 years. It should be noted that most highway debt 
is now conforming to this standard.” (Kent T. Healy, 
The Economics of Transportation in America (New 
York: Ronald Press Co., 1940), p. 300.) 

21 Guthmann and Dougall, op. cit., p. 311. 
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those to whom it was proposed to sell the 
stocks.” 


An interesting feature of railroad fi- 
nancing has been the growing tendency 
to use stocks without par value. In the 
previous article it was noted that, from 
1920 to 1938 inclusive, 15,180,869 shares 
of no-par stock were issued to which no 
value was assigned. These shares, to- 
gether with those to which values had 
been assigned, make a total of 16,008,843 
shares with an approximate valuation of 
$1,200,000,000, or 40% of the value of 
all stocks issued during the period.” 

The use of no-par stock has offered 
several advantages to the railroads. In 
the first place, it avoids the laws of 
many states which prohibit the sale of 
stock below par value. Carriers such as 
the Southern Railway, the Great North- 
ern, and the New York Central have 
changed their stock from par to no-par 
in order to offer bonds convertible into 
common at prices lower than the orig- 
inal par value. More important, it per- 
mits the corporation going through re- 
capitalization or reorganization to re- 
duce the stated value with ease and thus 
create a capital surplus against which it 
may write down inflated asset values, 
and to exchange large amounts of stock 
for senior securities without adding sub- 
stantially to the dollar capitalization. 

6. Reduction of Debt through Reorgani- 
zation. Although the railroad industry 
had experienced other waves of failure,”4 
the combined assault of depression and 
the new competition brought on an un- 
precedented series of failures in the 
30’s. As of December 31, 1938, 109 car- 
riers were in receivership or trusteeship, 
operating 76,938 miles of road, or 30.7% 


2 Moulton, op. cit., p. 309. 

*3 For data on the consideration received for no-par 
shares issued by Class I carriers, see ICC, Statistics of 
Railways in the U. S. (annual), Table 19. 

For an account of reorganizations in the worst 
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of the entire railway mileage.* Since 
1930 the process of reorganization of 
these failed lines had made but little 
progress, despite changes in reorganiza- 
tion procedure inaugurated in the amend- 
ments to the Bankruptcy Act. As of 
October 31, 1939, only 29 receivership 
proceedings and 31 bankruptcy proceed- 
ings had come before the ICC; only four 
final reports of the Commission had 
been approved by the courts; and only 
two plans of major carriers had been 
submitted to creditors and stockholders 
for their acceptance or rejection.” 

Although the lack of progress in rail- 
road reorganization may be attributable 
in part to the involved procedure re- 
quired by the law and to the numerous 
approvals required, it may be attributed 
chiefly to the delayed recovery of rail- 
road earnings. It is difficult to get the 
approval of various classes of security 
holders to plans of reorganization which 
are based on the low earnings of the past 
few years. And the attitude of the Com- 
mission, as revealed in such cases as the 
Chicago and North Western, the New 
Haven, and the Missouri Pacific, in 
eliminating the entire equity of the 
stockholders, is leading to appeals to the 
courts that the plans be rejected and re- 
ferred back to the Commission. 

Table IX shows the drastic changes 
involved in 21 plans approved by the 
Commission or proposed by its examin- 
ers. 


V.. The Contributors and Their 
Contributions 


The contributors of capital to the 
railways through the purchase of securi- 
ties include the investing public, banks 


pre-war period of failure, see E. G. Campbell, The 
Reorganization of the American Railroad System, 1893- 
1900 (New York: Columbia University Press, 1938). 

% ICC, Statistics of Railways in the U. S., 1938, Table 
1$1, p. 137. 

% Annual Report, ICC, 1939, pp. 59-61. 
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Taste IX. CHAnceEs 1n CAPITALIZATION IN 
APPROVED PLANS OF REORGANIZATION* 


(In Millions) 








Long- 
Term 


Debt 


Stock 





Capitalization before 
reorganization $1,210 


1,475T 


$2,724 $3,934 
1,475¢ 
Capitalization ap- 
proved or recom- 
$ 2,067 
11, 507 
—$1, 867 
10,032 


$ 732 

11,507 
—$ 478 
+10,032f 


$1,335 


Changes in capitaliza-| —$1, 389 
tion 














* ICC, Annual Report, 1939, p. 64. 
¢ Shares of no-par stock. 
and insurance companies, individuals 
or general corporate groups having an 
interest in the control of railroads or in 
property desired by the railroads, the 
government and governmental agencies, 
and the railroads themselves. However, 
for the purposes of analysis of the dis- 
tribution of railroad securities, the 
classification used must fit the data at 


hand, which is confined to the holders 
rather than to the ultimate investors in 
those securities. Since the data on the 
distribution of stock are incomplete, the 


discussion is restricted to securities 
classified as bonds, equipment obliga- 
tions, and miscellaneous obligations.?’ 

The contributions of the various pur- 
chasers of railroad securities in each year 
of the post-war period are set forth in 
Tables X to XIII. Tables X to XII in- 
clusive show the recipients of each of the 
three main types of securities. Table 
XIII groups the allocation of all types 
_of obligations—bonds, equipment trust 

27 The items included under each of these headings 
were indicated in the first installment. 

28 The total of miscellaneous obligations for 1931 
cited in Table I of the first installment should have 
read $68.6 millions, and the total for the entire period 
should have read $1,113.9 millions, 

29 During recent years a considerable controversy has 
arisen over the advantages and disadvantages of com- 


petitive bidding for railway and utility bonds. Begin- 
ning in 1926, the ICC required sealed competitive bids 
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certificates, and miscellaneous obliga- 
tions. The annual totals coincide with 
those shown in Table I of the first install- 
ment.?® Asterisks in the tables refer to 
amounts of less than $50,000. 

The groupings used in the data re- 
quire a careful description. The classifi- 
cation “Public” is of greatest over-all 
importance. All issues for which resale 
price information is available, for which 
resale at an undisclosed price is defi- 
nitely indicated, or for which distribu- 
tion by means of rights or warrants is 
suggested are included under this head. 

Issues which were transferred without 
indication of resale have been classed 
under the second main heading, “Pri- 
vate”’ sales, unless they could be placed 
under one of the several other headings 
defined below. The purchaser may have 
been a corporation other than a railroad 
or government agency, an individual, or 
an investment banking firm. To facili- 
tate interpretation, this class has been 
further broken down into sub-classes as 
follows: (1) Those sales noted as private 
in the data—and, presumably, reported 
to the ICC as such; these sales probably 
arose through direct deals between the 
purchaser and the issuing corporation, 
although it is to be noted that in some 
cases competitive bidding is indicated 
and therefore the transaction was not 
necessarily private in the sense that it 
was originated and carried through 
without the knowledge or interest of 
parties other than the two finally in- 
volved;?9 (2) Certain sales which cannot 
for issues of equipment trust certificates, and to the 
end of 1938, some 20 issues of railroad bonds totalling 
nearly 44 millions were offered in this manner instead 
of by the ordinary underwriting process wherein one 
or two investment banking houses arrange the deal in 
advance. Competitive bidding has been particularly 
noticeable in the case of terminal obligations. The fol- 
lowing references provide accounts of the pros and cons 


of this method of sale: Francis E. Fotheringham, “Pub- 
lic Bidding vs. Private Sales,” Investment Banking, 


(Footnote 29 continued on page 313) 
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TABLE X. ALLOCATION OF Bonps 
(In Millions) 
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* Means an amount of less than $50,000. 


be classified other than as private be- 
cause no resale price information is 
available. The majority of these sales 
were made to investment banking houses 
—presumably operating as _ bankers 
rather than as underwriters—to cor- 
porations, and to individuals. There is 
no reason to believe that a portion of 
these securities did not eventually reach 
other hands, but the data give no direct 
indication of such transfers; (3) A large 
group of transactions between railroads 
and banks. Some of these transactions 
undoubtedly did result from deals in 
which the bank acted as an investment 
banking house but, since the probability 
is that most of the transactions were for 
the account of the bank or for trust 
departments, these have been grouped 
together; (4) A small group of direct 
transactions between the railroads and 
insurance companies. In such cases, it is 


(Footnote 29 continued from page 312) 
June, 1939, pp. 19-21; H. G. Guthmann and H. E. 
Dougall, op. cit., pp. 353-63 Franklin T. McClintock, 
“Competitive Bidding,” Investment Banking, Septem- 
ber, 1939, pp. 24-93; Harold Stanley, Competitive Bidding 
for New Issues of Corporate Securities (New York: 


probable that the securities remained in 
the hands of the purchasing company. 

The third main group, “Exchanges 
and Extensions,” is composed of the 
obligations which were issued in ex- 
change for outstanding debt and, par- 
ticularly in more recent years, many 
issues which were revised or extended. 
These issues represent refunding of a 
sort. 

All issues for which transfer from one 
railroad to another was indicated have 
been classed under the fourth heading, 
“Railroads.” 

Finally, several public agencies have 
purchased railroad securities. The fifth 
and last main group, “Government and 
Special,” includes the following con- 
tributors: (1) The Federal Emergency 
Administration of Public Works (now 
PWA), but the Reconstruction Finance 
Corporation subsequently purchased a 


Morgan Stanley & Co., 1939). For an account of the 
early development of competitive bidding see B. J. 
Sickler, “History and Results of Competitive Bidding 
for Railroad Equipment Trust Certificates,” 5 fournal 
of Land & Public Utility Economics 71-8 (February, 
1929). 
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TaBLeE XI. ALLocATION OF EQUIPMENT TrRusT CERTIFICATES 


(In Millions) 
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large proportion of the securities sold to 
the PWA; (2) The RFC, which has 
aided the railroads in part by direct 
loans and in part by purchase of securi- 
ties. Only the latter have been included 
under this heading. (The importance of 
the RFC as a lending agency is indicated 
in Table X.); (3) Miscellaneous federal 
agencies which have occasionally ad- 
vanced funds to railroads by purchase 
of securities; (4) The Railroad Credit 
Corporation; in total, the RCC made 
advances of 74 millions, but only ad- 
vances through the medium of security 
purchases are carried under this head- 
ing; (5) Two states—Massachusetts and 
Vermont—which have made direct pur- 
chases of issues. 

None of these classifications is com- 
pletely inclusive or exclusive. Securities 
for which resale prices are available may 
not have been distributed generally but 
may have been purchased by a single 
individual. Nor does the lack of resale 
information preclude the possibility of 
general distribution. A commercial bank 
may have acted as an underwriter, and 


some cases of resale by banks are di- 
rectly noted in the data and are included 
in the “public” category. The RFC may, 
and did, purchase securities of railroads 
from other than the issuing corporation. 
A railroad may purchase securities for 
later resale or may purchase securities 
of subsidiaries and use them as collateral 
for another issue of its own. 

Z. Public Offerings. Of the entire 
group of obligations, those which were 
sold to the public constitute a distinct 
majority. For the full 18!4-year period, 
sale of obligations to the public ac- 
counted for 66% of the total volume of 
financing. In the 20’s, 4/5 may be classi- 
fied under this heading and, despite 
virtual extinction in 1932-33, they ac- 
counted for 30-35% of the total during 
1932-38. They have played an impor- 
tant role in the distribution of bonds and 
equipment obligations in almost all 
years except 1932-33 and 1938. The 
miscellaneous obligations falling with- 
in this class have been fairly sizable, 
but their over-all importance is rela- 
tively less than that of public offerings 
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of bonds and equipment obligations. 

2. Private Deals. Private deals ac- 
count for 12% of the total volume of 
financing over the whole period. They 
have been primarily important in the 
distribution of miscellaneous obligations, 
of secondary importance in equipment 
obligations, and of minor importance in 
bonds. As might be expected, the sub- 
classification covering transactions be- 
tween individuals, corporations, and in- 
vestment banking houses for which no 
resale information is available bulks 
large. A considerable number of these 
deals have involved the transfer of se- 
curities for property or services. With 
reasonable market conditions, these se- 
curities probably were resold. In some 
cases, however, they may have been 
held for investment purposes. The some- 
what smaller number of transactions 
noted as “‘private” in the data collected 
cannot be readily classified as to type of 
contribution. However, their importance 


in the equipment obligation group sug- 
gests investment buying by major in- 
vestors, corporate or private. The banks 


have been particularly active in the pur- 
chase of miscellaneous obligations, ac- 
counting for roughly % of the total vol- 
ume. (It will be recalled that this group 
includes short-term corporate notes, 
promissory notes, and receivers’ certifi- 
cates.) Although they have shown some 
tendency to comprise a somewhat 
smaller and declining volume during the 
last four years, the general level of bank 
contributions in the ’30s has been above 
the level of the ’20s. Insurance com- 
panies were not actively making direct 
deals until 1934. But in 1935 they pro- 
vided 3% and, in 1937, 7% of the total 
volume. The over-all significance of in- 
surance company investment is small 
compared to other groups, but the po- 
tentialities—particularly in the distribu- 
tion of bonds and equipment obligations 
—are of interest. The banks and the in- 
surance companies may find it necessary 
to take a greater proportionate interest 
in rail financing in the future—either to 
protect present investments under con- 
tinued unhealthy railway operating con- 
ditions or in an effort to diversify and 


TABLE XII. MiscELLANEOUS OBLIGATIONS 
(In Millions) 
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* Means an amount of less than $50,000. 
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TABLE XIII. ALLocaTion or ALL OBLIGATIONS 
(In Millions) 
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* Means an amount of less than $50,000. 


enhance their investment portfolios in 
an industry which might recover after 
severe reorganization operations. 

3. Exchanges and Extensions. Until 
the advent of the depression, exchanges 
were the result of conversion of bonds 
or of reorganization and extensions were 
rare, except in 1928. In that year the 
reorganization of the Chicago, Milwau- 
kee, St. Paul and Pacific Railroad re- 
sulted in the exchange of 290 millions 
of new bonds for bonds of the original 
company, accounting for very nearly 
100% of the total amount during that 
year. But in 1932 and 1933, exchanges 
and extensions accounted for 24% and 
45% of the total volume. And through- 
out the remainder of the period they 
have continued to be relatively impor- 
tant—even in the equipment obligation 
field where 13% of the 1937 financing 
was done by exchange of obligations. 
Present indications are, of course, that 
the importance of this class will increase 
during the years ahead as reorganization 
procedures are completed and as more 
carriers take advantage of the latest 
amendments to the Bankruptcy Act 


providing for voluntary adjustments of 
debt. If this class were grouped with 
the “public” offering class in order to 
measure the degree to which financing 
results from the contributions of widely 
distributed sources, the relative impor- 
tance of public offerings would show 
very little decline from the levels of the 
"20s and they would continue to hold 
their position as the most important 
source of funds for the railroads. 

4. Intercompany Financing. The rail- 
roads have contributed much to each 
other. The aggregate amount of inter- 
company financing from May, 1920 to 
December, 1938 accounts for 9% of the 
tgtal volume. The proportionate amount 
contributed by the rails increased fairly 
steadily as the ’20s passed, reaching ex- 
treme peaks of 47% and 41% respec- 
tively in 1932 and 1933. Presumably, 
some of the volume may be accounted 
for by the desire for ownership of the 
debt of controlled roads and a certain 
amount resulted from passing securities 
uphill either for eventual public distr- 
bution or for collateral to back issues 
of the parent company. 
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5. Government and Special Agencies. 
Governmental and special agencies have 
again become an important source of 
funds for the railroads, following a num- 
ber of years of almost purely private 
financing. Certain governmental units 
(the War Finance Corporation and the 
Director-General of Railroads) refunded 
war-time advances, and the states of 
Vermont and Massachusetts have ad- 
vanced minor sums to the rails, but 
their contributions have been relatively 
insignificant compared to those of the 
three major contributors. The Railroad 
Credit Corporation, organized in 1931, 
loaned or purchased securities to the 
extent of 74 millions of dollars; the 
RFC advanced 625 millions including 
purchases of securities, and the Federal 
Emergency Administration of Public 
Works, 212 millions—a total of goo 
millions between 1932 and 1938, largely 
concentrated in the years 1932-35. Dur- 
ing this latter period, the contributions 
from all other sources totalled a billion 
dollars. The public agencies matched 
the investing public. To demonstrate 
more clearly the importance of these 
agencies, Table XIV has been derived 
from Table XIII and amplified by in- 
cluding the direct loans made by the 
RFC not reflected in security financing. 

Significant also are the purchases of 
equipment obligations by the PWA in 
1934 and 1935. In 1934, PWA advanced 
75 millions; all others advanced 3 mil- 
lions. In 1935, PWA advanced 28 mil- 


TABLE XIV. ADvANCES TO RAILROADS BY 
Pus.ic AGENCIES 


(In Millions) 


Sources 1932 | 1933 | 1934 | 1935 | 1936 | 1937 


RFC advances* $284] $z10] $ 53| $ 40] $ 30/ $ 20) $ 88 
PWA purchases of 
| securities —-|-— 160} 42} «mw)—| — 
RCC purchases of 
securitiest 











12 Ir 3 so | dl 
$206] $x21| $216] $ 87] $ 41] $ 20] $ 88 
$214] $225) $320) $243) $856] $443| $166 


* RFC, Report for the Fourth Quarter of 1938 (Washington, 1939), 
= 6, pp. 65-6. 


























In addition, the RCC made direct loans of $42 millions. ICC, . 


Annual Report, 1933, Pp. 21. 
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lions; all others advanced 12 millions. 
The years 1931, 1932, and 1933 were 
characterized by an extreme dearth of 
equipment financing and this was a 
period in which not only financial de- 
pression but also outmoded methods and 
equipment rapidly stripped the railroads 
of earning power. 


VI. Concluding Statement 


This survey of railroad financing dur- 
ing the post-war years has revealed the 
changing financial status of the industry 
and the resulting changes in methods 
and costs of acquiring capital. Behind 
the figures lies the dramatic story of the 
decline in a great public service business. 
What the future will hold for the rails 
will depend on factors far too numerous 
to mention here, but it is a fairly safe 
opinion that, although the senile period 
of its life cycle may not have been 
reached, the industry has seen its days 
of greatest growth and probably its 
greatest earnings. Following the thor- 
ough financial reorganizations which, 
although laggard to date, must eventu- 
ally be completed, there is every reason 
to believe that earnings will be sufficient 
to support the shrunken capitalizations 
and even attract new junior capital. But 
the days of easy public financing at low 
rates are gone; special and governmental 
agencies will likely continue to provide 
a substantial share of needed funds; 
and those needed funds will be devoted 
to rehabilitation and technical improve- 
ment rather than to physical expansion. 

Regardless of the criticisms which 
may be directed against the past prac- 
tices of the railroad industry, the experi- 
ences of the past decade will prove of 
very great value in the formulation of 
sound financial policies. Toward this end 
the best efforts of an enlightened man- 
agement, of an astute group of investors, 
and of far-seeing governmental regula- 
tion must be directed. 





II. Agricultural Finance in the United States* 
By HAROLD W. TORGERSONT 


6 ees preceding installment of this ar- 
ticle set forth the facts about agricul- 
tural financing in the United States 
today. In addition to a summary of 
the current amount and trend of farm 
mortgage debt, it contained a discussion 
of the activities of federal and private 
agencies making long- and short-term 
loans to farmers. It remains here to con- 
sider some of the current problems of 
American agricultural finance and some 
implications of recent policies. 


IT, Current Problems in Federal 
Financing of Agriculture 


From the analysis in the preceding 
section it is clear that in the last decade 
federal agencies have come to occupy a 
position of increased importance in the 
field of agricultural credit until they 
now hold about 40% of all outstanding 
farm mortgages. This growth in the 
federal agencies has greatly increased 
their responsibilities, and makes the 
policies adopted in administering them 
much more important now than for- 
merly. 

One of the most important of these 
administrative problems is the question 
whether the cause of agriculture will be 
served better if the Farm Credit Ad- 
ministration has the status of an in- 
dependent agency or is under the con- 
trol of the Secretary of Agriculture. Two 
other significant problems are the ques- 
tions of interest rate reductions on 
federal farm mortgage loans, and over- 
capitalization of farm credit agencies. 


*16 Fournal of Land & Public Utility Economics 
196-206 (May, 1940). Footnotes are numbered consecu- 
tively with those in the first installment. 

+ Assistant Professor of Finance, Northwestern Uni- 
versity. 


A. Department of Agriculture Control 
over the Farm Credit Administration 


Prior to the reorganization of govern- 
ment departments in the spring of 1939 
the FCA was an independent agency. 
When the reorganization plan was put 
into effect, Secretary Wallace issued a 
public statement that the “... Farm 
Credit Administration does not seem to 
be adapted to complete identification 
with the Department” and the Secretary 
of Agriculture would exercise “‘ . . . a co- 
ordinating supervision in only the broad- 
est and most general way.” By Decem- 
ber, 1939, however, the Secretary desired 
control over the Farm Credit Adminis- 
tration. Governor F. F. Hill resigned, 
and Dr. A. G. Black, director of market- 
ing and regulatory work in the Depart- 
ment of Agriculture, was appointed as 
his successor. 

Before stating the arguments pro and 
con the maintenance of the FCA as an 
independent agency, a brief statement 
as to the policies upon which the agen- 
cies under the FCA have been operated 
is pertinent. The major purpose in es- 
tablishing the various agencies was to 
provide ample credit for farmers at low 
rates of interest. Federal land bank loans 
are now being made at 5%; federal farm 
mortgage loans (many second mort- 
gages) at 5%; production credit loans 
at 444%; and loans to cooperatives are 
written at 114%, 214%4%, and 4%, de- 
pending upon the type of loan.*° The 
current rates are probably the lowest 
ever made available to farmers in any 


40 Farm Credit Quarterly, September 30, 1939 (Farm 
Credit Administration, Washington), p. 22. The rates 
quoted for federal land bank and federal farm mortgage 
loans are the contract rates, of which the U. S. Treasury 
is now paying a part. 
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country except through government 
subsidy, and they are lower than most 
businessmen pay for credit accommo- 
dation. 

The policy of the permanent agencies 
of the FCA has been to make loans on 
a businesslike basis; i.e., in making ad- 
vances the permanent agencies expected 
borrowers to have some investment of 
their own in the security offered, and 
limited loans to a substantial portion of 
the normal value of the property mort- 
gaged. In lending on real estate, the 
federal land banks and the FFMC are 
by law restricted in the amount that 
they may loan. The officials of the FCA 
believed that a policy of lending only a 
major part of the value of property is, 
over a period of time, advantageous to 
agriculture because it helps farmers 
avoid the pitfall of too much debt. They 
believed that danger lurks in overliberal 
credits, and that they should help pro- 
tect borrowers against it. If large credits 
are available on extremely easy terms, 
some farmers, as well as businessmen 
and others, will purchase things that 
they do not need and cannot afford. 
Later, when loaded down with debt, 
they will regret such transactions. The 
officials also believed that “‘soft”’ credit 
tends to push the price of land above its 
real worth based upon its earning power, 
and people who purchase farms will, as 
a result, find themselves burdened with 
debt upon which interest must be paid 
in order to maintain solvency. They will 
find it difficult to meet such payments 
and additional credit would not solve 
the problem. Experience in countries 
such as Denmark, where loans have been 
made by government-sponsored agencies 
over a long period of time, supports the 


‘1 FE. C. Young, “Farm Credit and Government,” 20 
Journal of Farm Economics 567 (August, 1938); see 
also Foreign Agriculture (USDA, February, 1937), p. 
59, and February, 1938, p. 99. Also see the report rend- 
ered by the Financial Committee of the League of 


point of view that unless a strong effort 
is made to keep the agencies independent 
and making loans on a businesslike basis, 
the loan policy will gradually be fused 
with social and political ends with the 
result that farm indebtedness will rise 
“until farmers become essentially ten- 
ants of the state.’ 

Governor Hill of the FCA released a 
statement, after his resignation, in which 
reasons were advanced why the FCA 
should be continued as an independent 
agency.” He believed, first, that the 
federal farm credit system cannot be 
maintained on a sound basis if it be- 
comes an integral part of the Depart- 
ment of Agriculture, which is responsible 
for the administration of programs pro- 
viding for millions of dollars in direct 
benefit payments and grants to farmers 
annually. With some agencies making 
benefit payments and grants and lending 
more than the market value of commodi- 
ties, he believed that it would be very 
difficult for another agency of the De- 
partment to insist upon repayment of 
borrowed funds. He called attention to 
the $130,000,000 investment that farm- 
ers have in present agencies and the need 
to safeguard these funds. In the opinion 
of Governor Hill, if the agencies of the 
FCA lost their independence, it would 
be quite likely that over a period of time 
they would cease to be self-supporting 
and able to float their non-guaranteed 
securities in the public markets at low 
rates of interest. He thought it likely 
that a government guaranty of these 
securities would be found necessary, and 
called attention to the fiscal implications 
that would result from assumption of 
such guarantees by the Government. 
Moreover, with the disappearance of a 
self-supporting system, farmers would be 


Nations entitled ‘‘Agricultural Credit, Medium-Term 
Credit to Industry”’ (Geneva, 1939), pp. 9-10. 

4 For the full statement see the Washington Post, 
December 21, 1939, p. 2 
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exposed to a change in attitude toward 
farm credit by future administrations. 

Another point advanced by Governor 
Hill was that no substantial savings to 
the Government would result from a 
closer integration of the FCA with the 
Department of Agriculture. Lastly, he 
pointed to the considerable progress that 
had been made. Low interest rates are 
in effect. The foreclosures per 100 farms 
in 1938 were only about % of the rate 
during 1932, and were less than for any 
year since 1926. As evidence that the 
FCA has been sympathetic in cases of 
delinquencies, he cited that foreclosures 
per 1,000 farms mortgaged had, during 
the period 1934-38, been less than 1% 
the rate for private lenders. 

Secretary Wallace also issued a public 
statement at the same time.“ He stated 
that, since he was charged with the 
responsibility for the affairs of the FCA, 
he wished to place himself in a position 
to discharge his responsibilities for 
handling problems brought to him for 
consideration. In his own words: ‘“My 
function as Secretary of Agriculture is 
to act as coordinator for the President 
in tying the FCA in with the rest of the 
agricultural work, and thus keep all 
these public services to agriculture mov- 
ing forward toward common objectives.” 
He said, however, that the change in 
administrators involved no change in 
administrative policy of the particular 
agencies. 

Secretary Wallace did not give any 
details on what he meant by “tying the 
FCA in with the rest of the agricultural 
work and thus keeping all these public 
services to agriculture moving toward 
common objectives.” Dr. Black said on 


43 Loc. cit. 

“4 Washington Post, February 25, 1940, p. 2. 

46 A strict banking policy has not been followed by 
the FCA. Under Governor Hill special forbearance 
agreements providing for variable payments or sus- 
pended payments were put into effect where borrowers 








February 24, 1940, however, that “the 
FCA is taking the broad social view.’ 
The press dispatch also stated that 
“strict banking procedure will be aban- 
doned for extreme leniency in cases 
where farmer borrowers are deemed to 
have a chance eventually of meeting 
their obligations.’ It also stated that 
“the FCA would not require its bor- 
rowers to comply with Agricultural De- 
partment crop control programs but 
would suggest that they take part in 
them.” The resignations of three top- 
ranking officials in February and March, 
1940, indicate that these changes in 
credit policy are being put into effect. 

The opposing points of view on what 
should be the future position and policies 
of the FCA appear to be represented in 
two bills both of which were introduced 
in the Senate on March 4, 1940. S. 3480, 
sponsored by Senators Gillette, Hatch, 
Miller, Mead, and Truman, provides for 
a restoration of the independent status 
of FCA. Letters and resolutions from 
the American Farm Bureau Federation, 
The National Grange, the National 
Council of Farmer Cooperatives, the 
National Wool Growers’ Association, 
and the American National Livestock 
Association in support of this position 
were inserted in the Congressional Record 
at the time this bill was introduced. 
S. 3509, sponsored by Senators Wheeler, 
Bankhead, and La Follette, provides for 
elimination of ownership of capital stock 
by borrowers, a more lenient foreclosure 
policy, a reduction under certain con- 
ditions in debts to the federal land banks 
and the FFMC, and a guaranty of 
federal land bank obligations by the 
Government.” The major features of 
were having difficulty meeting their obligations. See 
the 1939 Annual Report, Farm Credit Administration 
(mimeographed edition), pp. 33 ff. 

“ March 4, 1940, pp. 3476-7. 


‘7 An identical bill (H. R. 8748) was introduced in the 
House of Representatives by Representative Jones. 
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this bill were approved by Secretary 
Wallace in a statement on March 26, 
1940. 

The fundamental question at issue in 
these bills and in the controversy might 
be stated as follows: Are the farm credit 
agencies of sufficient importance so that 
it is in the long-run interest of agri- 
culture to assure their more likely suc- 
cessful operation by giving the FCA an 
independent status, or is it in the long- 
run interest of agriculture that the 
activities of the FCA be tied in more 
closely with the various crop control and 
rehabilitation programs of the Depart- 
ment of Agriculture? Advocates of in- 
dependence for FCA believe that the 
continuance of the farm credit agencies 
is an important primary objective and 
they feel that the future of these insti- 
tutions would be jeopardized if they are 
used as an adjunct in effecting policies 
of the Department of Agriculture which 
may not be of a permanent nature.“ 
Opponents of this point of view lay 
greater stress on the importance of near- 
term and social objectives. They ap- 
prove of the farm credit agencies, but 
think that their use as auxiliaries in 
effecting the policies of the Department 
of Agriculture does not materially en- 
danger their continuance. 


B. Reduction by Congress in Interest Rates 
on Farm Mortgage Loans Made by 
Federal Agencies 


Another problem of long-range sig- 
nificance concerns reductions in interest 


48 The history of state-owned farm loan agencies in- 
dicates that there is no assurance that a government 
which starts a farm mortgage institution will continue 
operating it. Three agricultural states (Minnesota, 
South Dakota, and North Dakota) established rural 
credit agencies during the 20’s. Heavy losses were suf- 
fered, and extension of new loans has been discontinued 
in all three cases. For a discussion of the experience of 
one of these agencies see Gilbert W. Cooke, “The 
North Dakota Rural Credit System,” 14 Yournal of 
Land & Public Utility Economics 273-83 (August, 1938). 
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rates. Several bills are now pending 
before Congress to reduce the rates of 
interest on mortgage loans made through 
the federal land banks and the FFMC 
(Land Bank Commissioner loans). The 
original legislation of this kind was made 
in 1933 when the rate charged borrowers 
on federal land bank loans was reduced 
to 44%%. In 1935, Congress reduced this 
rate to 314% for a one-year period, but 
this has been extended several times, 
even over presidential veto, and is now 
in effect to June 30, 1942.4% The rate 
charged farmers on loans made by the 
FFMC is now 344% until the same date. 
Congress has directed the Secretary of 
the Treasury to pay quarterly to the 
federal land banks and the FFMC an 
amount equal to the interest reductions 
granted, and thus these agencies are not 
adversely affected by the reductions in 
interest rates charged borrowers. For 
the year 1939 the Treasury, in accord- 
ance with this law, paid or owed 
$29,175,000 to the federal land banks 
and $7,340,000 to the FFMC.” The 
sum of such payments made or to be 
made for the period 1933 to the close of 
1939 was $184,889,000. 

As stated in a previous paragraph, 
only about % of the total number of 
farms in this country are mortgaged, 
and the federal agencies are holding only 
about 40% of the total farm mortgage 
debt. When reductions are made in the 
rates of interest charged by the federal 
land banks and the FFMC, only 13% 
of land owners are directly benefited.® 

488 Pub. Law No. 672 extending the interest reduction 
period to June 30, 1942 was signed June 29, 1940, after 
the first installment of this article appeared. This Act 
also decreased the effective interest rate of FFMC loans 
from 4% to 3%% for the period from July 1, 1940 to 
July 1, 1942. 

49 1939 Annual Report, Farm Credit Administration, 
Appendix, Tables 19 and 57. 

50 See the statement of A. S. Goss, former Land Bank 
Commissioner, FCA, before the House Committee on 


(Footnote 50 continued on page 322) 
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Table V summarizes the volume of 
federal land bank loans outstanding at 
various rates of interest as of December 
31, 1938. All FFMC loans are written 


at 5%. 


TaB_Le V. FEDERAL Lanp Bank Loans 
OuTSTANDING AS OF DECEMBER 31, 
1938 CLASSIFIED BY RATES 
oF INTEREST* 








Rate Amount 





$ 277,058,000 
57,103 ,000 
12,871,000 

1,320,000 

I ,007 ,448 ,000 
44,275,000 
506 , 402 ,000 
56,000 
74,902,000 
789,000 


$1, 982,224,000 


Total 








* Data furnished by Farm Credit Administration. 


From this table it may be seen that a 
few of the present loans were written at 
a rate of 614%. There is a considerable 
volume at 6% and a very large volume 
of loans written at 514% and 5%. At the 
time that these loans were made, the 
federal land banks were paying 1% less 
than the rates mentioned on the bonds 
that they sold to the public. It is obvious 
that the banks must have a margin 
between the cost of funds and the rates 
at which loans are made. 

There is an opportunity, however, for 
federal land banks to effect a reduction 


(Footnote 50 continued from page 321) 


Agriculture, Congressional Record, March 25, 1940, pp. 
5183-8. For data on total farm mortgage debt of each 
state see Agricultural Finance Review, November, 1939, 
p. 92, and for data on amount of farm mortgage loans 
in each state held by federal land banks and the Federal 
Farm Mortgage Corporation see the 1938 Annual Re- 
port, Farm Credit Administration, pp. 125 and 174. 

5! Report and Financial Statements Submitted by the 
Secretary of the Treasury to the Senate of the U. S. 
Pursuant to Senate Resolution 150 of Fune 22, 1939 (Byrd 
Report), Vol. 18, Part I, p. 25; Vol. 20, Part I, p. 60. 

52 Against this point of view may be mentioned the 
fact that federal land bank obligations were selling-in 
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in the rate paid on their bonds and, if 
they did so, they could permanently re- 
duce the interest rate on the loans which 
are of highest cost to farmers. As of 
December 31, 1939 the federal land 
banks had outstanding $877,218,000 of 
4% bonds. The long-term 3% bonds 
that the federal land banks have out- 
standing are selling at a premium in the 
market and more could be sold readily. 
It happens that about $743,757,000 of 
the 4% bonds, according to the latest 
data available, are being held by the 
FFMC, the production credit corpora- 
tions, and the production credit associa- 
tions, all of which are under the FCA. 
As far as the production credit corpora- 
tions and associations are concerned, the 
money that was used to purchase these 
bonds was directly or indirectly fur- 
nished by the Federal Treasury. The 
cost of funds to the FFMC is slightly 
less than 3%. There seems to be no good 
reason why one agency in the FCA 
should be paying 4% on bonds sold to 
sister agencies when the first agency 
could sell bonds in the open market at 
a yield of 3% or less.” 

If the Farm Credit Administration 
directed the FFMC and the production 
credit corporations and associations to 
accept payment or accept new 3% bonds 
in place of the 4% issues, the federal 
land banks would be saved approxi- 
mately $7,400,000 annually. In view of 
this reduction and the help that Con- 
gress has given the federal land banks 
the market at about a 4% yield when the bonds were 
sold to the FFMC, and a reduction to a 3% interest 
rate on the bonds would reduce the income of the 
latter corporation by over $6,000,000 annually. The 
FFMC, in which the U. S. Treasury is the sole stock- 
holder, is charging off considerable losses on loans and 
showed a net loss for 1939. It is the belief of the writer, 
however, that it is desirable policy for the losses suf- 
fered from loans on second mortgages (up to 75% of 
the normal value of property) to be more discernible in 
the FFMC accounts, and not to be offset in part by 


profits on an investment in federal land bank obliga- 
tions. 





AMERICAN AGRICULTURAL FINANCE 


in past years, the latter might, at a 
current cost of about $11,500,000, put 
into effect a maximum rate of 444% on 
its mortgages. The net reduction in the 
income of the federal land banks would 
thus be about $4,100,000; and as the 
federal land banks had earnings of al- 
most $12,600,000 in 1939, after making 
liberal deductions for losses on real 
estate and adjustments of reserves, it 
appears that such a net reduction would 
not be embarrassing. A permanent re- 
duction in the rate for debtors who are 
burdened with the high cost mortgage 
loans might thus replace the temporary 
reductions now granted to federal land 
bank borrowers. The contract rate of 5% 
on federal farm mortgage loans does not 
seem excessive when it is realized that 
63% of these loans are second mort- 
gages. 

The problem of interest rates, and also 
of the independence of the Farm Credit 
Administration, has other implications 
which should be mentioned at least, even 
if they cannot be discussed fully at this 
point. In years past farmers have de- 
pended, and still depend, upon commer- 
cial banks, savings banks, insurance 
companies, estates, and trusts as sources 
for a considerable volume of short- and 
long-term funds. For a number of these 
sources, particularly those with a 
smaller volume of assets, the income 
from agricultural loans comprises an im- 
portant source of revenue. As long as 
federal agencies make loans on a semi- 
conservative basis, and interest rates are 
not, at public expense, made too low, 
private institutions can still compete 
and continue operations. But if loans by 
federal agencies are made for an increas- 

53 Farm Credit officials are reported as saying that 
farmers in the country are as a group making more 
rapid progress in paying off farm mortgage debts than 
at any time in the history of the farm loan system. (See 
The Commercial and Financial Chronicle, January 6, 
1940, p. 51.) 
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ing proportion of the market value of 
farm property, and interest rates are 
driven down to levels at which private 
agencies cannot compete, then private 
institutions will be driven from the field. 


C. Government Investment in 
Farm Credit Agencies 


The last problem to be mentioned con- 
cerns the size of the investment made by 
the Government in several of the agen- 
cies of the FCA. In his message trans- 
mitting the 1941 budget, President 
Roosevelt indicated that the capital 
stock of various federal credit corpora- 
tions was to be reduced $700,000,000." 
Of this amount it is reported that 
$385,000,000 is to be withdrawn from 
farm credit agencies.® 

In certain of the corporations, partic- 
ularly the banks for cooperatives, the 
investment made by the Government 
seems excessive in view of the amount of 
business being done. The volume of loans 
made by the banks for cooperatives did 
not develop as expected, and these banks 
could well finance their operations if a 
substantial reduction were made in the 
Treasury’s $149,000,000 investment in 
their capital stock. At the close of both 
1937 and 1938 these banks had $87,000,- 
ooo of loans outstanding, and on Decem- 
ber 31, 1939 the total was $76,000,000. 
From the point of view of financing 
loans, the investment of the Government 
in the federal intermediate credit banks 
and in the production credit corpora- 
tions could also be reduced. 

The effect of a reduction in the capital 
stock upon the incomes of these corpora- 
tions should also be mentioned. To get 
funds to retire a part of their stock, 
some of the corporations will have to liq- 
uidate investments, and others will have 


4 The Budget of the United States Government for the 
Fiscal Year ending Fune 30, 194/, p. xii. 
55 Congressional Record, March 20, 1940, p. 4827. 
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to increase the amount of borrowed 
funds. The effect will be to reduce the 
net incomes of the agencies. This may 
not work a hardship upon some of the 
corporations as the earnings reported 
have been more than adequate, but in 
other cases losses may result. 


Concluding Statement 


The Jones-Wheeler Bill and the Gil- 
lette Bill embody the major opposing 
points of view relative to the future poli- 
cies of the Farm Credit Administration. 
If the former should be enacted and ap- 
proved, it would be a step toward a pol- 
icy of more liberal administration of 
farm credit, with the danger that the 
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Government will become the owner of 
considerably more agricultural real es- 
tate and suffer greater financial losses 
than are otherwise likely. Moreover, it 
would probably not be long before pres- 
sure would be exerted for more indulgent 
administration of credit agencies in other 
fields, particularly in housing. If the Gil- 
lette Bill should be passed and approved, 
losses to the Government would be held 
to the minimum possible under a lenient 
collection policy, and there would be less 
likelihood that the disastrous record of 
the rural credit agencies of Minnesota, 
North Dakota, and South Dakota would 
be repeated by the federal farm mort- 
gage institutions. 





Origin and Development of a Continuous 
Real Property Inventory 
By HOWARD WHIPPLE GREEN* 


Care is the parent city of 
the Real Property Inventory. Early 
in the depression the National Con- 
ference on Construction, sponsored by 
the Chamber of Commerce of the United 
States and the United States Depart- 
ment of Commerce, provided the birth- 
place. The purpose of the National Con- 
ference was to consider the problems of 
the construction industry. 

Committee No. 1 under the chairman- 
ship of S. L. Andrew, Chief Statistician 
of the American Telephone and Tele- 
graph Company, faced with the problem 
of developing a method of measuring the 
demand and supply of family units, com- 
mercial and industrial space, and public 
property, provided for a committee with 
the writer as chairman. This committee 
had the assistance of the Department of 
Commerce. The report of this committee 
provided the pattern from which the 
Real Property Inventory was fashioned. 

Committee No. 3 of the Conference 
faced, among other things, the problem 
of studying mortgage finance and its re- 
lation to real property, its creation, de- 
velopment, and use. Raymond T. Cragin 
of Cleveland was chairman of the sub- 
committee to which this problem was 
referred. 

The final reports of these two com- 
mittes relating to real estate, as defined 
in its broadest sense, took the Confer- 
ence by storm. Because of the vast 
amount of statistical data already avail- 
able by census tracts and because both 
committee chairmen lived in Cleve- 
land, the sponsoring organizations chose 


* Director, Real Property Inventory of Metropolitan 
Cleveland, Incorporated. 


Cleveland as the city in which the ideas 
incorporated in these two committee re- 
ports should be tried out. Raymond T. 
Cragin became chairman of the Cleve- 
land Committee and the writer became 
the director. Mr. Cragin, who had been 
interested for a number of years in such 
an undertaking, was instrumental in 
forming a non-profit corporation and was 
responsible for interesting banks, public 
utilities, newspapers, and other business 
concerns in financing the work. 


First Real Property Inventory 


The first report, published in the 
spring of 1933, is said to have had more 
effect on Cleveland’s recovery than any 
other single endeavor. Presenting the 
facts relative to the community was suf- 
ficient to stabilize business judgment. 

Instead of finding that some 250,000 
persons had left Cleveland, as was com- 
mon talk, the facts showed a slight in- 
crease in the number of families when 
extra families were added to occupied 
family units. Instead of finding an enor- 
mous oversupply of family-units, a 9% 
vacancy was reported. Even though the 
vacancy ran as high as 22% in apart- 
ment houses, it was as low as 4% in one- 
family dwellings. A total of 12,635 fami- 
lies was found doubled up with other 
families, which, when conditions im- 
proved, would require separate family 
units, houses, or apartments, and would 
reduce the vacancy to less than 5%, a 
percentage ordinarily considered as quite 
normal, 

The facts about the creation of new 
lots by subdivision activities over a 
period of years were presented. The 
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number of family units created and the 
number demolished were reported. The 
number of foreclosures for a five-year 
period showed a totally different picture 
from what had been imagined even by 
students of this subject. It was true that 
the total number of properties foreclosed 
and sold by the sheriff had increased 
rapidly from 1926 to 1930 and then had 
decreased, but not until these data were 
analyzed by type of property was it 
learned that the foreclosure of one- 
family dwellings continued to increase 
until 1932. Nor had it been realized that 
the big increase in total properties fore- 
closed between 1926 and 1930, and es- 
pecially between 1929 and 1930, was 
caused by the foreclosure of vacant sub- 
lots and acreage, the loss of which to the 
urban owner was quite different from 
the loss of his home. 

One large Cleveland organization is 
said to have profited to a very large ex- 
tent in one year through careful study 
of the data presented and an official 
of a large financial institution has in- 
dicated that thousands of families kept 
their houses that might have been lost 
through foreclosure in 1933 had actual 
conditions not been so clearly presented 
in this report. Instead of foreclosing 
every property delinquent on payments 
of principal and interest, a much more 
liberal policy was adopted by this finan- 
cial institution and followed by all the 
others. 


1 “Housing Figures for Cleveland, Ohio” issued on 
September 15, 1934, by the Bureau of Foreign and 
Domestic Commerce, stated in part: 

“The Bureau of Foreign and Domestic Commerce 
conducted the field work in Cleveland with the aid 
and cooperation of Raymond T. Cragin and the 
Cleveland Real Property Inventory Committee. 
Cleveland, in fact, served as the field laboratory for 
the entire project. 

“The Federal real property inventory was indeed 
based in large part upon the Cleveland inventory taken 
a year or two previous, the only difference between the 
two projects being that the Federal survey was limited 


Cleveland Real Property Inventory 
Used as Model 


The Real Property Inventory created 
first in Cleveland in October, 1932 be- 
came the basis for the many so-called 
real property inventories made during 
the past eight years. In the fall of 1933, 
the Civil Works Administration, recog- 
nizing the value of this original work, 
sent a form letter to all city plan com- 
missions in the United States stating 
that real property inventories were 
among the projects upon which CWA 
people might be employed. Early in 
December, 1933 the Bureau of Foreign 
and Domestic Commerce obtained a 
special federal grant of $2,500,000 for so- 
called “Real Property Inventories” in 64 
cities and metropolitan districts dis- 
tributed throughout the United States. 

The writer was attached to the Bureau 
of Foreign and Domestic Commerce as 
consultant and drew up the forms, wrote 
the manual of instructions, and gave the 
verbal instructions to key persons in the 
Bureau of the Census. He directed the 
work in Cleveland, and with 700 men and 
women an enormous amount of data was 
collected. These data accurately recorded, 
carefully analyzed, and intelligently in- 
terpreted became of vital importance to 
every concern doing business in Cleve- 
land. They became significant to every 
person living in the Cleveland Metro- 
politan District and to business concerns 
with headquarters in other places doing 
business here. 

This expansion of one phase of the 
original Cleveland Real Property In- 
ventory! included data of enormous sig- 
to residential property whereas the Ohio city project 
covered all types of buildings. The Federal survey, 
however, covered the residential property in much 
greater detail than the original Cleveland survey. The 
Bureau was also fortunate in having the services of 
Howard Whipple Green, of Cleveland, who has been 


called the father of the real property inventory as chief 
consultant for the Federal project.” 





surve' 
includ 
use, 
usuall 
munit 


aodedgmne 


, «gl 


—_ 


A CONTINUOUS REAL PROPERTY INVENTORY 327 


nificance to a broad group of users. It 
supplied data for answering such ever 
perplexing questions as: What is the 
market for mechanical refrigeration, for 
gas and electric ranges, gas and oil heat- 
ing, sanitary facilities, paint, transporta- 
tion, automobiles, gasoline, seeds and 
shrubs? Where should chain and inde- 
pendent stores, factories, and industrial 
plants locate? What is the future of this 
or that location? What is the need for 
this or that service, or the desire for this 
or that activity? 

The data relating to each building 
containing family units and the data re- 
lating to each individual family unit, 
whether occupied or vacant, were re- 
corded for the entire Cleveland Metro- 
politan District and for 63 other urban 
areas in the United States. 

Each dwelling was placed in one of 11 
classes. All stores and industrial plants 
were listed and the vacant lots noted. 
The principal material of construction 
was recorded. The height of the dwelling 
in stories, whether the structure had a 
basement, the age of the building, the 
number of elevators, and the condition 
of the structures were also noted. The 
presence or absence of garages and their 
car capacity were recorded. 

In the case of each family unit, the 
type of heating apparatus and the fuel 
were recorded. The presence or absence 
of running hot or cold water and of me- 
chanical refrigeration was noted. The 
tenure of all family units and the length 
of time occupied or vacant were matters 
of record. The number of rooms and the 

2“Real Property Inventories” and “Real Property 
Surveys” are quite similar and, although both were 
based on the technique developed in Cleveland, they 
differ from the Cleveland Real Property Inventory as 
follows: (a) They are one-time (two-time at most) 
surveys rather than continuous inventories; (b) They 
include very detailed data relative to dwellings, their 
use, occupancy, condition, and so forth; (c) They 


usually produce detailed tabulations for entire com- 
munities rather than simpler tabulations for each of the 


number of persons living in these rooms, 
the number of extra families doubled up 
with other families, and the race of each 
family were noted. The number of water 
closets, bath tubs, and built-in shower 
baths, as well as the number of automo- 
biles, was recorded. The use of gas and 
electricity for cooking and lighting and 
the length of time it takes the principal 
wage-earner to get to work, and the 
usual mode of transportation were tabu- 
lated. The family’s inclination to “farm” 
was also noted. The value of owned 
homes and the monthly rental of rented 
homes in January, 1934 became avail- 
able in a form comparable to data ob- 
tained by the Bureau of the Census in 
April, 1930, and the equivalent monthly 
rental was again determined for each 
census tract. 

One hundred and forty other cities in 
the United States used the forms and 
manual of instructions and made these 
so-called “Real Property Inventories” in 
1934. New York, Philadelphia, Boston, 
Buffalo, Pittsburgh, and other impor- 
tant centers were included in this group. 

The assistant director of the Federal 
Housing Administration, whose head- 
quarters were located in Cleveland, al- 
ways claimed that the Cleveland Real 
Property Inventory was largely re- 
sponsible for the creation of the Federal 
Housing Administration. During the 
past few years the Federal Housing Ad- 
ministration, WPA, and other govern- 
mental agencies modified the Cleveland 
Real Property Inventory into the Real 
Property Survey,” and such surveys have 
small sections or census tracts into which the larger 
cities of the United States are subdivided. If they pro- 
duce simple tabulations by blocks, as the Real Property 
Survey standard technique dictates, such data are not 
published for broad distribution; (d) They omit de- 
tailed consideration of other structures and other real 
property; (e) They omit from consideration all other 
related facts such as data on new construction, de- 


molitions, subdivision activities, foreclosures, popula- 
tion changes, business conditions, and taxation. 
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been made in more than 150 cities in this 
country. 

Such a Real Property Survey is now 
being made in Cleveland and Cuyahoga 
County under the direction of the Real 
Property Inventory of Metropolitan 
Cleveland of which the writer is the di- 
rector. The field work was completed on 
January 15, 1940, and the tabulations 
will be completed within a few months.® 

The Bureau of the Census modified 
the Cleveland Real Property Inventory 
again as the Housing Census part of the 
Sixteenth Decennial Census of the 
United States, and this modified tech- 
nique has been applied in every city, 
village, township, and county in the 
United States in 1940. 


The Cleveland Criteria 


Many of these so-called Real Property 
Inventories, the Real Property Surveys, 
and the Housing Census, although much 
more complete and detailed in certain 
respects than the original‘ Cleveland 
Real Property Inventory, fail to meet 
several of the criteria set up originally in 
Cleveland and followed throughout the 
past eight years. 

1. The Cleveland objective is to cover 
the entire community rather than the 
central city alone. Most, if not all, of the 
early occupancy-vacancy surveys were 
confined to central cities, whereas the 
demand and supply of family units in 
entire communities rather than central 
cities are the vital factors to be deter- 
mined. 

2. In Cleveland the data are also pro- 

8 Real Property Inventory of Metropolitan Cleve- 
land, Incorporated, analyzed and published, by census 
tracts, the Cleveland Metropolitan District data col- 
lected in January, 1934 by the “Real Property In- 
ventory” of the Bureau of Foreign and Domestic 
Commerce, Cleveland being one of the 64 cities. The 
Cuyahoga County data collected by the Real Property 
Survey of January, 1940 are being analyzed by census 
tracts and will be published in a similar form making 


possible: (a) comparisons of these very detailed data 
relating to each census tract in Greater Cleveland; and 
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vided for each small, geographically con- 
stant area or census tract, rather than 
only for entire cities and villages. Data 
relating to occupancy-vacancy, new con- 
struction and demolitions, mortgage 
finance, and so forth for each small sec- 
tion of acommunity are much more vital 
than for the community in its entirety, 
The modification of the original Cleve- 
land Real Property Inventory by the 
Bureau of Foreign and Domestic Com- 
merce, for example, was tabulated for 
metropolitan districts and central cities 
rather than by census tracts or smaller 
areas within the community. It is of little 
help to know that 10% of the families 
are without tubs or shower baths some- 
where within a metropolitan district or 
even somewhere within a large city but, 
when the geographical distribution of 
these bathtubless families is known, the 
information immediately becomes vital 
to those concerned with living conditions 
in the community. 

3. The objective in Cleveland is to 
publish the data by types of property 
rather than only as totals for dwellings 
and other buildings. To know how many 
properties are foreclosed and sold by the 
sheriff within a community is of little 
practical value even if the data are col- 
lected each year for a period of years. To 
know how many of these foreclosures are 
single-family dwellings and how many 
are vacant lots is much more valuable 
(see Chart I). To know that during a Io- 
year period there were 37 apartment- 
house foreclosures per 100 apartment 
































(b) analyses of the changes taking place during this six- 
year period. 

‘ “Original” refers to the fact that the technique and 
even the term “Real Property Inventory” originated in 
Cleveland. This term Real Property Inventory has 
been used loosely by others since 1932. The various 
CWA and WPA jobs, called Real Property Inventories, 
in reality included only certain parts of the original 
technique as developed in Cleveland, although these 
certain parts of the Cleveland-developed technique 
have been greatly expanded. 
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CHART I 


NUMBER OF TYPE FORECLOSED 
AND SOLO BY SHERIFF 
‘ METROPOLITAN 


NUMBER IN THOUSANDS 


houses compared with Io per 100 one- 
family dwellings gives information which 
may be used to the advantage of many 
groups within the community. To know 
in what parts of a community large 
percentages of certain classes of property 
are foreclosed is of value to home owners 
as well as to lending agencies: to the one 
it is an indication of the trends of differ- 
ent neighborhoods and to the other it is 
an aid in evaluating mortgage risk. 

4. Such an investigation must be con- 
tinuous and record trends rather than 
determine factors for which no basis of 
evaluation exists. Ninety-nine and a 
fraction per cent of all CWA and WPA 
Real Property Surveys have been one- 
time jobs. Although most inclusive, 
without comparative data for other 
years, it is difficult to judge whether any 
specific ratio is high, low, or normal (see 
Chart II). For example, is a 20% va- 
cancy in family units in large apartment 


houses high, does such a vacancy ratio 
indicate that no new apartment houses 
should be built, or is this a temporary 
condition which will correct itself during 
a period of a few years and should new 
construction be undertaken? 

5. Its object is to include an enumera- 
tion of dwellings and family units, occu- 
pied and vacant; other buildings by type; 
use of land; and related data such as the 
creation of sub-lots, the construction 
and demolition of buildings, mortgage-fi- 
nance data, and so forth. Presentation of 
only part of the factors relating to the 
supply and demand of family units, com- 


VACANT FAMILY UNITS PER 100 TOTAL FAMILY UNITS 
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mercial and industrial structures, and so 
forth may frequently be misleading to 
those prepared to use the data to im- 
prove conditions within the community. 
The presentation of comparable data 
from year to year arranged in such form 
as to make trends easily seen is vital to 
the full use of such factual data as have 
been described above. 

6. It must present data comparable 
from year to year. 


Extent of Data Presented in Cleveland’s 
Annual Reports 


The Real Property Inventory as 
created in Cleveland includes, besides oc- 
cupancy-vacancy data by type of dwell- 
ings and non-residential property by 
census tract, similarly detailed analyses 
of the multitude of factors causing varia- 
tions in the demand and supply of 
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family units, commercial, industrial, and 
public properties. 


1. For each census tract in the Cleve- 
land Metropolitan District and in Cuya- 
hoga County, of which there are 347, the 
Real Property Inventory of Metropoli- 
tan Cleveland annually determines the 
number of dwellings by type, the number 
of family units in these dwellings, and 
the number occupied and vacant. This 
work has been done in each of the past 
eight Octobers. 

Variations in vacancy ratios are caused 
by a number of factors such as: (a) in- 
crease in dwelling units arising from new 
construction (Map I) and remodeling to 
change capacity; (b) decrease in dwell- 
ing units caused by demolitions (Map 
II); (c) decrease in demand for dwelling 
units caused by families doubling up, 
families disintegrating because of deaths 
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or divorces, and families moving out of 
the area;® and (d) increase in demand for 
dwelling units caused by families un- 
doubling, new families being created by 
marriage, improved economic condition, 
families increasing in size caused by 
births, as well as families moving into 
the area.® 

Because this matter of occupancy- 
vacancy is so complex, other related data 
are of necessity included in the Cleveland 
Real Property Inventory. 

2. The number of non-residential 
buildings used for light manufacturing 
and for industry, schools, churches, pub- 


5 For example, in 1938 the 3,270 families that moved 
away from the Cleveland Metropolitan District went 
largely (2,084) to other parts of Ohio and to adjoining 
states, although some went to the eastern seaboard 
(New York, 159; Massachusetts, 30; Connecticut, 17; 
New Jersey, 38) and a sizable number to Flerida (99) 
and California (55). 
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lic buildings, and a dozen other purposes 
are all tabulated in the Inventory Re- 
ports. 

3. The number of stores by type in 
each locality and the number of vacant 
store units are published for each of the 
347 census tracts. 

4. Office buildings have been studied 
in detail, and square feet of floor space, 
office units, elevators, employees, and so 
forth have been listed. 

5. Daytime population of downtown 
Cleveland was presented in 1938. 

6. Industrial property, occupied and 
vacant, and square feet of floor space, 


6 For example, in 1938 the majority of the 3,729 
families entering the Cleveland Metropolitan District 
came (1,972) from other parts of Ohio and from adjoin- 
ing states, together with others from Massachusetts 
(47), Connecticut (16), New York (295), New Jersey 
(60), and Illinois (196), plus a fair number from Florida 
(46) and California (50). 
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occupied and vacant, have been pub- 
lished for two years. 

7. As soon as the calendar year ends, 
the number of family units and non- 
residential buildings created by new con- 
struction and by remodeling to change 
capacity are determined, as well as the 
number demolished and the family units 
involved. These data for each of the 20 
years, 1920-39, are published. 

8. The properties foreclosed and sold 
by the sheriff during the year by type of 
property and location are shown in tabu- 
lar form for each year starting with 1926. 

g. Data on mortgage finance, deeds 
filed, mortgages filed and cancelled, by 
number and dollar-volume have been 
presented for each month starting with 
1910. Mortgages by source of funds are 
shown each year since 1929. 

10. The number of sub-lots or build- 
ing lots recorded each year from the 220 
put on record in 1802 is being put in 
shape for publication by census tract and 
year recorded. Thus, the development 
of this community may be better under- 
stood. The older areas are differentiated 
from the newer. 

With data of this character many of 
the phenomena observed in Greater 
Cleveland may be more easily under- 
stood. For example, why does the small 
area of Lakewood near the National Car- 
bon plant have those characteristics that 
are so well recognized? Why is the Tre- 
mont area worthy of concentrated study 
by public and private organizations? 
Why is the Woodland-East 55th Street 
section of our community largely in- 
habited by Negroes? What additional 
areas will, in the future, be Negro areas? 
Such questions as these are vital to the 
welfare of this community and to many 
of those transacting business here. Much 
light is thrown upon such perplexing 


problems as these by the study of the 


sub-lots created during the past 138 
years. The future of each section within 
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a large metropolitan community is de- 
termined many years before its abnor- 
mal conditions are recognized by even 
the careful observer. 

11. The number of sub-lots remaining 
vacant in each census tract at the end of 
each year is shown by use for which 
zoned. As would be expected, the picture 
for 1939 shows that for the most part 
the highest percentage of vacant lots is 
near the edge of the Cleveland Metro- 
politan District. However, in a few in- 
stances relatively more built-up areas lie 
beyond the areas of high vacancy. Con- 
sequently, the closer-in sections having 
many vacant sites should be carefully 
watched lest they develop blight and 
become obstacles to the orderly develop- 
ment of the metropolitan district. 

12. The measurement of 131 miles of 
street frontage on the 17 principal thor- 
oughfares has been made during the 
early spring each year since 1934. The 
use of street frontage by type of store 
for commercial and industrial purposes, 
the number of residences located on the 
street, and the number of lots vacant 
are tabulated street by street. 

13. The shopping centers on these 
thoroughfares and the other shopping 
centers distributed throughout Greater 
Cleveland were tabulated first in 1939. 
The number of each type of retail outlet 
was shown together with the feet of 
frontage used by type of outlet. A map 
showing the location of more than 250 
such business centers has been published. 
In some of these centers a great deal of 
business is transacted; in others, there 
are only a few stores and little business. 
The tabulation of street frontage in this 
form will, over the years, indicate those 
business centers which are declining in 
importance and those which are de- 
veloping and increasing in importance. 
These data are vital to the business of 
this community. 

14. A section called the Cleveland 
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Market Data Handbook, including all 
available business indexes pertinent to 
this community, was first published in 
1937. Most of these data are routinely 
collected by other agencies. Credit is 
given those who collect them. Some 
series of figures have been created es- 
pecially for this section, including in- 
dexes of the advertised rentals of one- 
family dwellings, two-family dwellings, 
and suites in apartment houses (Chart 
III), the assets and liabilities of savings 
and loan associations, and other facts 
vital to the business of this community. 

15. Astudy of the movements of fami- 
lies throughout the Cleveland Metro- 
politan District has been published each 
year since 1933. Where do the 80,000 
families moving within this community 
go, what sections do they leave, how 
does their moving affect the sections 
which they leave and the sections in 
which they settle? 


333 


Cleveland’s Inventory Organized as a 
Continuous Enterprise 

The Cleveland group feels that the in- 
ventory must be continuous and must 
provide trends rather than measure con- 
ditions as of a specific date. The Real 
Property Inventory of Metropolitan 
Cleveland, incorporated as a non-profit 
organization, has already published more 
than 3,800 pages of basic data. These 
data are much more extensive than it 
was believed possible to collect and as- 
semble in so short a period of years. This 
more extensive job has been made pos- 
sible through the aid of various relief 
projects—CWA, FERA, and WPA. The 
persons assigned by the Work Projects 
Administration are constantly under the 
close supervision and guidance of the 
technical staff of the Inventory and are 
making available a great deal more basic 
data of importance to this community 
than could be produced by the relatively 
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small staff attached to the Inventory 
Office. These basic data may be kept 
current with the regular staff operating 
on a $25,000-a-year budget with annual 
publications exceeding 400 pages. 

This figure is, of course, largely con- 
jectural. Up to this time the work has 
been carried on with the cooperation of 
the Post Office Department whose letter 
carriers have gathered the occupancy- 
vacancy data; with personnel supplied 
through various federal works programs; 
and with a supervisory staff which has 
devoted only part of its time to the in- 
ventory project. Similarly, the financial 
support has come from various sources, 
including private sponsors, public funds, 
and sale of publications.” Obviously, a 
sizable portion of these funds has been 
expended simply for the materials and 
space required to keep the large person- 
nel functioning. Consequently, some ex- 
perience under more normal conditions 
would be required before a very accurate 
statement could be made as to the costs 
and personnel necessary to maintain the 
inventory on a permanent basis at its 
present level. 

The Real Property Inventory of Met- 
ropolitan Cleveland publishes two vol- 
umes each year (400 pages in 1939). For 
example, during the past year, the fol- 
lowing parts of Reports 12 and 13 were 
issued: 

December, 1938 Occupancy-Vacancy of 
Dwellings and Non- 
Residential Buildings 
by Type and Census 

ract 
Sub-lots, New Con- 
struction, Demolitions, 
and Foreclosures by 
Type of Property and 
ob hte Census Tract 

7 Since October, 1932, a total of $132,000 has been 


furnished by subscribers, banks, public utilities, news- 
papers, and county government and the sale of publi- 


February, 1939 
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Street Frontage 
Shopping Centers 
Market Data Hand- 
book 

Movements of Fami- 
lies 

September, 1939 Morgage Finance 


May, 1939 
June, 1939 
July, 1939 


August, 1939 


Each of these parts is inserted in the sub- 
scriber’s two-inch looseleaf binders as 
published and mailed to those with 
standing orders for insertion in their 
binders. After the report is complete, 
copies bound in buckram become avail- 
able for convenient reference, the loose- 
leaf binders making the pages as pub- 
lished available for current uses. 

The Real Property Inventory reports 
cannot be considered a time table by 
which the time of arrival or departure 
may be ascertained, although they 
may appear to the casual observer to re- 
semble a mammoth time table with 
all its figures. The Real Property In- 
ventory is not a dictionary to be con- 
sulted for the definition of a word or 
phrase, although the reports fill 16 
inches of a library shelf. The Real 
Property Inventory is more an encyclo- 
pedia to be consulted upon any subject 
pertaining to characteristics and con- 
ditions in the community. A study of its 
pages gives the reader a background 
upon which to base his own judgment. 
Disjoined facts are not of much assist- 
ance as a basis for judgment. What the 
characteristics of this particular area 
may be at this particular time are almost 
useless unless related to the characteris- 
tics of other areas at this time and of 
both this area and other areas in previ- 
ous times. Study, frequently years of 
study, is required to insure a broad, well 
rounded basis for sound judgment. 


cations and more than $700,000 of government relief 
funds has been made available for personnel only. 





The Public Corporation as a Regulatory Device 
By D. F. PEGRUM* 


Introduction 


Bees twenty years that have passed 
since the World War ended have 
seen the complete abandonment, prac- 
tically speaking, of the philosophy of 
laissez-faire. Its place has been taken by 
government intervention, in varying de- 
grees, in nearly all phases of economic 
activity. Those countries in which popu- 
lar government is still held as the highest 
political ideal are trying to find that 
middle ground which will reconcile the 
problems arising from present-day, large- 
scale enterprise and modern technology 
with democracy. As a consequence, they 
are proceeding by a policy of gradualness 
that has no structural or ideological goal 
and will lead to no predetermined end. 
Solutions develop out of specific situa- 
tions and the configurations that will re- 
sult can be but dimly perceived at best. 
Out of such an approach has arisen the 
public corporation in Great Britain. It is 
a device for the control and direction of 
certain types of industries, peculiarly 
fitted to centralized direction, unsatis- 
factorily conducted by unregulated pri- 
vate management, yet suffering from 
disadvantages when management is sub- 
ject to direct political interference and 
supervision. 


The Problem of Regulation 


The industrial structure of the modern 
western world, at least under capitalism, 
embraces three main types of enter- 


* Associate Professor of Economics, University of 
California, Los Angeles. 

1 This applies to gas where limited storage facilities 
are available, since consumption takes place only by 
direct contact with production facilities. It does not 
apply to ice for there is nothing in the characteristics 
of the industry which precludes the use of “‘shopper’s 
technique.” ; 


prises: (1) those which are naturally 
competitive; (2) those which are natu- 
rally monopolistic; (3) those which 
are partially competitive and partially 
monopolistic—that is, they combine 
many of the characteristics of the other 
two. The second group is composed of 
those enterprises ordinarily designated 
as public utilities, although railroads, 
which fall in the category of natural 
monopolies, are faced with such direct 
competition in many respects that there 
is difficulty in adjusting them to the 
pattern to which they belong. 

A natural monopoly in economics is 
one that arises out of the economic char- 
acteristics of its production processes, 
not out of its legal rights. The latter are 
a derivative of the former. A natural 
monopoly is one in which production and 
consumption are concomitant,! and in- 
vestment is necessarily so large in pro- 
portion to income that direct competi- 
tion in all phases of pricing is impossible. 
The electric light and power industry is 
one of the best examples. From both the 
theoretical and practical points of view, 
regulation in the form of price control 
and so forth appears in its simplest form.? 
Only one enterprise needs to be dealt 
with at a time because customers cannot 
choose between similar services, and 
monopoly is maintained by the simple 
device of allowing only one producer to 
serve a given area. When this arrange- 
ment is disrupted, as in transportation, 
by the opportunity of practically identi- 


2 This does not mean that price control is free from 
complexities, because there may be a considerable 
amount of competition, both direct and indirect, but 
a natural monopoly such as electricity presents the 
simplest practical problem that we have. Theoretically, 
a natural monopoly with no alternative source of sup- 
ply presents the simplest problem of price control. 
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cal, or effectively alternative sources of 
supply, the comparatively simple pricing 
problem takes on a baffling complexity 
and regulation is faced with a dilemma. 

The reliance of the consumer on a 
particular producer, the essential nature 
of the commodity or service purchased, 
and the recognition that orderly com- 
petition cannot be used as a means of 
adjusting conflicts have given rise to 
special problems of control. It is here 
that the device of ‘‘administered” prices 
has reached its highest fruition. The 
crux of the problem is that of rates 
which are both “reasonable” and “‘fair’’; 
reasonable in that the profits of enter- 
prise are to be limited to an amount 
necessary to equate demand and supply 
as under competition; fair in that price 
schedules as among customers embody 
no more differentiation than the exi- 
genciesof reasonable profits warrant. This 
basic problem carries in its train the in- 
tegral questions of financing, service, 
management fees, salaries, and so forth. 
The “administration” of prices stands 
out in its simplest form but the baffling 
nature of the “determination” of prices 
appears in its starkest realities. Although 
the concept of functional pricing is of 
real significance, the lack of content in 
the concept under the restricted condi- 
tions which obtain remains a serious 
practical obstacle to the solutions of the 
problems raised and presents theoretical 
difficulties which have not yet been 
answered.? 


Methods of Reconciling Conflicts 
The attempt to reconcile the conflicts 
and to solve the problems which arise in 


3 The concept of functional prices has developed un- 
der the theory of a free market. Production is adjusted 
to market situations. Thus, the market sets the frame- 
work within which the pricing process operates. In 
public utilities, regulation endeavors to simulate the 
competitive pricing process and to obtain the results 
of competition. To do this, costs and fair profit are 
summated to give the price. Thus, the competitive 


THE JOURNAL OF LAND & PUBLIC UTILITY ECONOMICS 


the public utility field has resulted in 
two basic organizational approaches: (1) 
private ownership with some form of 
third party control; (2) government 
ownership. 

Private ownership as a condition of 
the receipt of special privileges necessary 
to the conduct of a public utility busi- 
ness incurs responsibilities to consumers 
which are designed to limit the exercise 
of monopolistic powers. The objective 
of these limitations is the simulation of 
competition as far as it is possible to do 
so. This involves the limitation of profits 
and discrimination, the establishment of 
service standards, publicity of rates, and 
frequently supervision over financial 
practices. The endeavor to solve the is- 
sues raised by these limitations has re- 
sulted in the correlative controversies of 
valuation and fair return in this country. 
This has led to a deeply rooted doctrine 
of fair price and has necessitated exten- 
sive supervision over management, al- 
though the personnel of the management 
and the disposition of profits have not 
become a matter of administrative dis- 
cretion. 

The second means of grappling with 
the problem has been that of direct and 
outright government ownership. This 
approach does not differ from the first 
merely in the matter of ownership. It is 
based on a fundamentally different phi- 
losophy. Public utility services, accord- 
ing to this point of view, should not be 
offered as a response to profit induce- 
ments. The income of the undertaking 
should be limited to the cost of rendering 
the services and the term “‘cost”’ as used 
in this connection is seldom synonymous 


pricing process is reversed. The standard is the same— 
namely, the equilibrium price and the optimum firm— 
but costs must be ascertained to obtain the price. They 
are not fixed by the free interplay of market forces. 
This thrusts the issues of valuation, depreciation, ex- 
ecutive salaries, and so forth into the immediate 
foreground. 
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with cost in private competitive busi- 
ness. In other words, the enterprises are 
not usually required to be self-sustaining 
in the sense that private concerns must 
be. This point needs to be given special 
attention when government ownership 
is being appraised, for management can- 
not be held to account for failing to 
measure up to private standards if the 
purpose of government ownership is to 
eliminate some of the responsibilities 
which private enterprise must assume. 
On the other hand, comparisons of the 
operating results of private and public 
ownership are valid only when they are 
made on the same basis. 

This aspect of the controversy of pri- 
vate versus government ownership is 
usually obscured in the arguments pro 
and con. Attention is focussed on the 
question of whether management of 
governmentally owned and operated 
enterprises can be carried out in accord- 
ance with sound business principles, 
without the difficulties presented by dis- 
turbing political interference. 

It is apparent that the issue is very 
much the same in either case. The assess- 
ing of responsibility commensurate with 
the powers enjoyed and the creating of 
incentives to all-round efficiency have 
been the center of continuous contro- 
versy. Efficiency without the objective 
test of competition, or efficiency re- 
warded by curtailed profits, is difficult 
to ascertain and difficult to maintain. 
Responsibility with divided power pre- 
sents an almost equal anomaly. These 
are the conflicts which remain whether 
we have private or government owner- 
ship, even if it is conceded that the 
enterprises in either case should stand 
on their own feet. 


4 The Port of London Authority created in 1908 is 
the prototype from which these three agencies emerged, 
but the Port Authority is primarily an agency estab- 
lished for the purpose of administering the Port of 
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The endeavor to reconcile the diver- 
gent interests of private utilities and the 
public they serve has led to the develop- 
ment in this country of that essentially 
American device, the administrative 
commission. The function of this agency 
has been to guide, with far-reaching 
powers, the activities of private utilities 
in the public interest, or rather consumer 
interest, with somewhat belated atten- 
tion to the investor. Only recently, apart 
from a few notable exceptions, has pub- 
lic interest come to occupy a prominent 
place. But this is not entirely the result 
of carelessness on the part of public of- 
ficials and politicians. The joint offices 
of policeman, prosecutor, judge, and con- 
ciliator are difficult to occupy all at once 
and serious problems are bound to arise. 
The success of some of our leading com- 
missions in developing their functions is 
a tribute to our political ingenuity and 
the caliber of many of our public serv- 
ants. 

The idea of administrative regulation 
has not taken much root in Great 
Britain. It is regarded with considerable 
suspicion there on theoretical grounds as 
well as on practical considerations. In- 
stead of using it, Great Britain has 
turned to the device of the public corpo- 
ration, which in many respects is a com- 
bination of private ownership, govern- 
ment ownership, and regulation. 


Great Britain’s Experiments 


The idea of the public corporation is 
not new but its use in the administration 
of the Central Electricity Board, the 
British Broadcasting Corporation, and 
the London Passenger Transport Board 
constitutes a distinct departure and ex- 
periment.’ In essence, the public corpo- 


London by representatives, for the most part, of the 
immediate users of the facilities. The newer boards 
represent the transition of the service of the port trust 
into an independent business enterprise, publicly owned. 
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ration is a semi-autonomous authority or 
board, created by act of parliament, to 
conduct a commercial enterprise in ac- 
cordance with the principles of large- 
scale production in a capitalistic setting.® 
In conformity with this idea the first 
thing which distinguishes the public 
corporation is that it is semi-autono- 
mous, that it owns its own property, but 
is not in turn owned by the government; 
that is, it is neither a non-stock enter- 
prise owned by the government nor does 
the latter own the stock, where any is 
issued. In each case the governing body, 
the board of directors, is appointed by 
the government but special devices are 
used to prevent political interference. 
Although responsibility, in the final 
analysis, is to parliament, the connec- 
tions are of that nebulous variety which 
characterizes much of the British politi- 
cal arrangement. The directors, who 
form the policy-making group and whose 
chairman is the full-time head, thus oc- 
cupy the position of public trustees and 
in this capacity are the focal point for 
the registering of public opinion. In 
other words, the public corporation has 
been established as an agency to operate 
certain enterprises for public benefit in 
accordance with public desires as ex- 
pressed in various ways, and the govern- 
ing bodies have been saddled squarely 
with the responsibility of managing them 
accordingly. The powers of initiative are 
in keeping with these responsibilities. 
Second, the primary function of the 
corporations is the production of com- 
modities or services to be disposed of at 
prices designed to make the enterprises 
self-sustaining essentially in the private 
sense of the word. The Central Electric- 
ity Board is the owner of the “grid,” a 


5 For a detailed presentation see: T. H. O’Brien, 
British Experiments in Public Ownership and Control 
(London: George Allen & Unwin, Ltd., 1937); L. 
Gordon, The Public Corporation in Great Britain (Lon- 
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system of transmission lines connecting 
generation and distribution facilities 
throughout Great Britain. The CEB is 
thus the intermediary between the gen- 
eration and distribution facilities and in 
such capacity is the wholesaler of elec- 
tricity which it buys from generating 
plants and sells to distributing facilities. 
The British Broadcasting Corporation 
supplies all the radio programs originat- 
ing in Great Britain and northern Ire- 
land. Private broadcasting is not allowed 
and, within certain limitations somewhat 
akin to regulations in this country on 
matters which may be broadcast, the 
corporation has complete control over 
all programs. The London Passenger 
Transport Board has the function of 
supplying passenger transport facilities 
(common carriers) to the population of 
Greater London. 

All three boards are granted monopo- 
listic privileges by statute and essentially 
enjoy a monopoly over the services they 
have to offer. The CEB has a monopoly, 
as a wholesaler, over transmission and 
the arrangements are such as to insure 
this. Generation and distribution, how- 
ever, are in other hands but are not 
competitive with each other because of 
the nature of the electrical industry. Nor 
do suppliers of electricity compete with 
each other for sales to the CEB. The 
BBC monopoly is obtained through the 
ownership of all broadcasting facilities 
in Great Britain and is facilitated, per- 
haps even made necessary, by the fact 
that Great Britain is allotted only 12 
wave lengths under the Lucerne plan. It 
is reinforced also by a compulsory license 
fee of 10 shillings per year, so that the 
radio owner is required to pay for the 
service of the BBC even though he may 


don: Oxford University Press, 1938). See also D. F. 
Pegrum, “The British Power Set-Up,” 23 Public 
Utilities Fortnightly 74-81 (January, 1939); and “The 
Radio in Great Britain,” Ibid. 139-49 (February, 1939)- 
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prefer to listen only to broadcasts from 
other countries. The charter of the 
LPTB gives it a complete monopoly of 
all common carrier passenger transport 
over a district known as a “Special 
Area” and a more limited monopoly in 
the “Outer Area.”” The LPTB became 
the owner and operator of all the sur- 
face lines, underground railways, motor 
coaches, and omnibuses operating in the 
Special Area and no one else is allowed to 
offer common carrier passenger service 
in that region. 

In accordance with the idea that the 
boards are to conduct commercial enter- 
prises on a non-profit basis, specific 
financial and revenue arrangements have 
been established. It is intended that each 
of the three enterprises shall be sup- 
ported by the revenue which it receives 
from the sale of its product. The prices 
charged for the services are to be suf- 
ficient to defray all expenses of opera- 
tion, costs of capital, taxes, and so forth 
just like any independent private enter- 
prise and the wages and salaries of the 
employees are treated likewise. The lat- 
ter are not civil servants. 

The income of the CEB is derived 
from the sale of electricity at whole- 
sale rates set forth in the general tariff 
established by the Board subject to a 
certain amount of control by the Elec- 
tricity Commissioners—an independent 
regulatory agency—who must approve 
the tariffs and the margin above ex- 
penses the Board may receive.® The reve- 
nue of the BBC is obtained from the 
license fee of 10 shillings levied on all 
owners of receiving sets. This fee is fixed 
and collected by the Postmaster General 
who deducts the costs of administration 
and turns the balance over to the corpo- 
ration. A considerable item of revenue is 
obtained from the sale of publications of 


5See M. G. deChazeau, “Rationalization of Elec- 
tricity Supply in Great Britain,” 10 Journal of Land & 
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the BBC and from advertising space in 
the publications. No advertising is al- 
lowed over the radio itself. The revenue 
of the LPTB is obtained entirely from 
its traffic, the rates for which are subject 
to the supervision of the Railway Rates 
Tribunal. This body is prevented from 
making rate adjustments which will af- 
fect the Board’s financial position ad- 
versely. 

In keeping with the idea of capitalistic 
enterprise the corporations are supposed 
to be financially independent and to 
raise capital from the public. The inde- 
pendence in the matter of finance, how- 
ever, is subject to certain limitations 
arising from the relationship of the cor- 
porations to the government. The CEB 
is authorized to raise capital from the 
sale of non-voting stock (debentures) to 
the public up to an amount of £60 mil- 
lions. The return paid on the stock de- 
pends, of course, upon the conditions of 
sale. The Treasury may guarantee the 
stock up to £33% millions. Presumably 
the guarantee is not retroactive and 
must be requested at the time the issue 
is made. 

The financial set-up of the BBC is 
quite different from the CEB. The BBC 
took over the property of its predecessor 
without encumbrance upon repayment 
of the £71,536 par value of outstanding 
stock. The charter permits borrowing 
by the sale of stock up to £1,000,000 and 
the power was exercised in order to pur- 
chase property in 1931. However, the 
obligation has since been discharged and 
the corporation is now a non-stock enter- 
prise. Subsequent expansion has come 
entirely from revenues and these seem 
to be adequate for all such requirements. 

The financial structure of the LPTB 
is more complicated than those of the 
other two. corporations because of the 


Public Utility Economics 254-67 and 365-90 (Aug. and 
Nov., 1934) for a discussion of rates of the CEB. 
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more complex situation which existed at 
the time of the establishment of the new 
enterprise. Only the broad outlines need 
be stated here. In addition to the amount 
necessary to provide for the acquisition 
of its properties from the predecessor 
enterprises, the Board has been em- 
powered to raise a total of £42,686,650 
by the sale of non-voting stock. The 
total stock outstanding is approximately 
£112 millions. This is divided into five 
classes, the first four of which bear fixed 
rates of interest and one group is guaran- 
teed by the Treasury because of previous 
arrangements. The fifth class, “C”’ stock, 
bears a maximum rate of interest of 6% 
and a recognized minimum rate, but it 
is not guaranteed nor is it cumulative. 
However, the holders of the Class C 
stock have the right of court action if 
the corporation fails to pay interest for 
three successive years beginning July 1, 
1935. This stock amounts approximately 
to 20% of all stock at present outstanding. 

In addition to the features sketched 
above, the corporations also possess cer- 
tain powers that amount to regulation. 
Within their own spheres, subject to a 
certain amount of control by govern- 
ment and administrative agencies, they 
regulate the field in which they operate. 
The CEB as the wholesaler of electricity 
is responsible for the coordination of 
production and transmission of electric- 
ity in Great Britain. In fulfillment of this 
function it has gone a long way toward 
standardizing the generation of electric- 
ity by concentrating it in the hands of 
“selected” stations which are privately 
owned, but operate in accordance with 
contractual conditions laid down by the 
Board. In return the Board agrees to buy 
all that these stations produce at a price 
which covers expenses plus a return on 
capital. 

7 That is, it has greater freedom of independent ac- 
tion and judgment in the conduct of its enterprise and 


The BBC by virtue of its monopoly 
not only controls and determines radio 
broadcasting in Great Britain, but also 
possesses considerable power over the 
entertainment world. This power has 
brought conflict with the press, musi- 
cians, actors, and the motion picture 
industry and threatens to extend even 
into the manufacture and sale of receiv- 
ing apparatus. Because the statute which 
creates the BBC is not a specific docu- 
ment,’ the powers of control under it are 
really much more comprehensive than 
those of the other two corporations. 

The LPTB, in addition to being given 
a monopoly of common carrier passenger 
transport in a specified area, in which it 
does not have to acquire a road service 
license, may allow bus or coach service to 
be conducted by another outside enter- 
prise within that area. The Board is re- 
quired to work out coordination plans 
with the four railway companies operat- 
ing in and out of London. This is ac- 
complished by a joint committee consist- 
ing of eight members, four of whom are 
appointed by the LPTB and one each 
by each of the four railways. 


Appraisal of the Experiments 


From this summary it is thus apparent 
that the public corporation is designed 
not only to perform the function of sup- 
plying public utility services under pub- 
licly owned monopoly; it is also designed 
to provide means of controlling the sup- 
ply of those services through the medium 
of a publicly appointed board which 
thereby takes over extensive functions 
of regulation. From the point of view of 
this country the significant questions 
are: To what extent does it offer a solu- 
tion to the vexing problems of the supply 
and regulation of public utility services? 
And to what extent could the proce- 


is practically free to develop the whole policy of broad- 
casting in Great Britain. 
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dures be advantageously applied here? 

In both theory and practice Great 
Britain has lagged behind in the de- 
velopment of control of enterprises that 
are basically monopolistic. Competition 
and the powers of local authorities have 
hindered the growth of integration, and 
the idea of administrative supervision 
has not taken very deep root. The public 
corporation is the compromise designed 
to deal, in part, with the problems that 
have arisen. As has been noted, con- 
siderable powers of regulation are en- 
joyed by the corporations. In addition, 
however, to the general powers of super- 
vision exercised by the government, 
other regulation has been deemed neces- 
sary. The Electricity Commissioners are 
the administrative counterpart of the 
CEB and the plans of the latter must be 
sanctioned by them. Also the Commis- 
sioners must approve tariff schedules and 
finance. Although the CEB regulates 
production through contracts with “‘se- 
lected” stations, so far nothing has been 
done about distribution in spite of the 
fact that this problem had reached the 
acute stage before the outbreak of the 
war. 

Similarly, the LPTB is subject to a 
degree of regulation. The Railway Rates 
Tribunal has power to revise all pas- 
senger fares of the Board as well as con- 
trol withdrawal or addition of services 
and facilities. The exercise of these 


powers is subject to the condition that: 


the Board shall be able to fulfill its obli- 
gation of being financially self-sufficient. 

The regulatory powers of the BBC are 
of a much broader nature than those of 
the other two. It has thorough-going con- 
trol of radio in Great Britain and, apart 
from restrictive powers enjoyed by the 
government, it is limited only by the ac- 


8 See S. P. Langhoff, “Rationalization Trends in the 
Electricity System of Greater London,” 11 Fournal of 
Land & Public Utility Economics 133-45 (May, 1935) 
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tivity of advisory committees, all but 
one of which are appointed by the Board. 
These committees, however, are an inte- 
gral part of the arrangement and hence 
cannot be treated with impunity by the 
Board. 

It is apparent that external regulation 
has not been dispensed with and there is 
considerable evidence to indicate that 
this phase of control is bound to grow. 
The relationships of consumer and pro- 
ducer are such that a third party is 
necessary to reconcile the conflicts and 
the public corporation, at most, has only 
partially met this problem. 

The responsiveness of management to 
the duties placed upon it presents a simi- 
lar issue. The members of the various 
boards of directors are appointed by de- 
vices designed to keep them free from 
political influence. At the same time the 
directors are supposed to direct the en- 
terprises so as to reconcile the various 
interests of labor, capital, and the public. 
The powers they enjoy are great, but it 
is an open question whether the means 
of securing the discharge of the com- 
mensurate duties are adequate. The posi- 
tion occupied is one of public trust and 
in a country where the sense of duty of 
public servants has developed to a high 
degree satisfactory results may ensue. If 
independence from political interference 
is to be maintained, however, some ad- 
ditional means of ironing out producer 
and consumer issues and problems of 
public policy seem to be desirable. In this 
respect the situation is very similar to 
that existing with private management. 
The interests of consumer and investor 
and the broader questionsof public policy 
can scarcely be left to the uncontrolled 
judgment of private executives, no mat- 
ter how great a sense of public duty the 
latter may possess. Unless one assumes 


for a discussion of this difficulty in connection with the 
city of London. 
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greater ability and a higher concept of 
public responsibility on the part of pub- 
licly appointed officials, the problem re- 
mains the same in most respects. Even 
if these assumptions are valid it must 
still be remembered that all conflicts and 
differences of opinion are not attribut- 
able to human perversity and selfishness. 

The question of profits presents simi- 
lar difficulties. The enterprises discussed 
are supposed to be non-profit organiza- 
tions. Under the arrangements the term 
“non-profit” must mean no more net 
income than necessary to accomplish the 
purposes of the corporation. But charges 
are to be fixed so as to meet all expenses 
of operation, maintenance, depreciation, 
interest on capital, amortization and, in 
addition, to accumulate an adequate 
margin of safety.° In the case of the BBC 
even expansion comes primarily out of 
revenue and large “donations” have been 
made to the Treasury. When the prob- 
lem is stated in this fashion it obviously 
emerges as the perennial issue of “‘reason- 
able rates.” To determine the reason- 
ableness of charges under such circum- 
stances raises squarely all of the com- 
plexities facing commissions which have 
the responsibility of regulating privately 
owned utilities. The latter are, by the 
same token, non-profit organizations. 
The device of the corporation offers 
nothing to the solution of these difficul- 
ties. Indeed, if public and private owner- 
ship are both required to stand on their 
own feet, the economic problems are 
identical, with public ownership suffer- 
ing from the disadvantage of a too rigid 
financial structure. Furthermore, unless 
a regulatory agency is established, rate 
structures must be constructed on the 
judgment of the management alone 
which must deal with the ever present 


See John Thurston, “Unification of Passenger 
Transportation in London,” 10 Yournal of Land & 
Public Utility Economics 128-36 (May, 1934). The 
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problems of discrimination as both actor 
and judge. The consumer is literally 
without an advocate. 


Conclusions 


The emergence of the public corpora- 
tion in Great Britain in radio, electricity 
transmission, and London Transport can 
be attributed to a considerable extent to 
unique conditions. The limitation of 
wave-lengths in broadcasting; the neces- 
sity of standardization, rationalization, 
and interconnection in electricity; the 
need for unification and coordination in 
London transport—all these suggested a 
solution by a single organization in each 
case. Radio and transport offered little 
chance for more than one enterprise; 
hence, the public corporation seems to be 
a logical compromise between govern- 
ment and private ownership. An alterna- 
tive solution to the problem facing the 
electric industry could have been reached 
by regional consolidation under a num- 
ber of private concerns subject to thor- 
ough-going regulation. This might have 
been the best answer but the strength 
of local government, the movement for 
socialization in the post-war period, and 
the lack of experience with administra- 
tive regulation turned the scales. Had it 
been necessary to establish a number of 
different corporations to perform the 
same functions, private ownership and 
regulation would probably have been re- 
sorted to. A number of public corpora- 
tions requiring coordination and super- 
vision would have solved or altered 
scarcely any of the problems and would 
have added the difficulty of maintaining 
independence from political interference 
in management. The very basis of the 
public corporation, so far in Great Brit- 
ain, has been a monopoly without a 


writer of this article recommends that all securities be 


amortized and that financing be out of earnings so that 
London transport may be completely “socialized.” 
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parallel producer. The country has not 
yet seen fit to deal with the railroads in 
this fashion and it is doubtful that such a 
step will be taken, unless complete uni- 
fication is decided upon. 

In its unique position, then, the public 
corporation has much to commend it. 
However, we should not lose sight of the 
fact that most of the basic problems 
connected with public utilities are not 
solved by its magic name. Perhaps man- 
agement, because of its position and 
method of appointment, may show a 
greater sense of public responsibility but 
regulation has been necessary and more 
of it may come unless complete socializa- 
tion is resorted to. Financing has prob- 
ably been cheaper than it would have 
been under private ownership, but this 
has been achieved at the expense of 
flexibility in the financial structure. This 
may prove to be a decisive factor in the 
final evaluation. The LPTB has faced 
the difficulty from the outset. As the use 


of electricity spreads, the electrical in- 
dustry will become more integrated with 
the industrial structure and more vulner- 
able to the fluctuations of the latter. 
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The financial problems of the CEB will 
become accordingly more difficult. 

The conclusion reached, then, is that 
the public corporation is not a promising 
alternative to private ownership and 
regulation as we have developed it in the 
progressive jurisdictions in this country. 
If it is assumed that utilities are to be 
operated as fully self-sustaining enter- 
prises and that no special privileges, such 
as relief from taxation and so forth, be 
given any particular group, the funda- 
mental problems are essentially the same. 
Public utility issues arise primarily from 
the structure of the industry and not 
from the form of ownership. If, however, 
for some reason or other, public owner- 
ship is decided upon, the public corpora- 
tion as it has developed in Great Britain 
(It includes pro rata taxation.) is to be 
preferred to direct government owner- 
ship or government ownership with 
special privileges and immunities which 
is characteristic in this country. The 
policy of Great Britain brings the issues 
of public ownership clearly to the fore 
and subjects them to practically the 
same tests as private ownership. 
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Defense Housing 


HE defense housing legislation, ap- 
proved by the President on June 28, 
1940 (Public No. 671, 76th Congress), 
authorizes the War and Navy Departments 
and the United States Housing Authority 
to undertake the provision of such housing 
as the government itself may have to build in 
connection with the preparedness program. 
Restrictions with reference to family in- 
comes and other limitations on the opera- 
tions of the United States Housing Authority 
which would interfere with its assistance in 
this connection have been removed. Equiva- 
lent elimination of one substandard dwelling 
unit for each new one built is not required. 
One hundred per cent of the development 
cost may be financed directly by the United 
States Housing Authority. Funds used for 
defense housing may be excluded in applying 
the existing provision which limits funds 
used in any one state to 10% of the total 
funds. 

On the positive side, the United States 
Housing Authority is given power to pur- 
chase land, using federal powers of condem- 
nation, and may either sell such land to local 
housing authorities for the development of 
defense housing or itself directly build such 
houses. The intention of the Authority is 
to work through the local agencies. It pro- 
poses to relax but not entirely to remove the 
income limitations and equivalent demoli- 
tion requirements. 

The expectation is that practically all of 
the defense housing will be built on vacant 
land. The Authority also anticipates that 
rentals will take care of costs with little or 
no subsidy, until such time as, following the 
present emergency-preparedness effort, the 
defense housing may be reconverted into 
subsidized housing for low-income families. 

In addition to unallotted funds, those 
which are now earmarked for projects or 
under contract may, with the consent of the 
Authority, be revised so as to bring the proj- 
ects in question under the new legislation as 
defense-housing projects. At present some 
30,000 families are tenants in United States 
Housing Authority subsidized public hous- 
ing projects and additional dwelling units 


are reaching the occupancy stage at the rate 
of 5,000 a month. 

With respect to housing of enlisted men 
with families, the new legislation authorizes 
the Army and Navy Departments as well as 
the United States Housing Authority to pro- 
vide the needed dwellings. These particular 
dwellings will be located on or near navy or 
military reservations, posts, or bases. 

The United States Housing Authority 
alone, however, is authorized to undertake 
the building of houses for civilian workers 
with families, who are engaged or to be en- 
gaged in industries connected with and es- 
sential to the national defense program. The 
decision as to when and where such housing 
is necessary rests with the President after 
he has determined that there is an acute 
shortage of housing in the locality involved 
which impedes the national defense program. 

It appears at the present time that civilian 
defense housing to be financed entirely by 
the government will be needed either (1) in 
isolated places where munitions plants may 
be erected, or (2) in smaller communities 
which are unable to provide the additional 
houses needed as a result of a sudden expan- 
sion. 

It is by no means evident, however, that 
government-financed, civilian, defense hous- 
ing will be needed generally in existing in- 
dustrial areas. Increased transportation 
facilities, for example, make the problem of 
defense housing far less widespread than it 
was in 1918. It is doubtful if the problem 
could even arise in all those situations where 
the armament-production plant involved is 
located in or near a fairly large metropolitan 
area. 

Although the civilian defense-housing 
problem is not extensive in scope, it is inten- 
sively important in the areas where it does 
exist or may presently develop. Of major 
importance, therefore, is the task of getting 
the needed housing into production in the 
quickest possible time. 

It also seems to be clear from such investi- 
gation as has been made of the problem that 
no one pattern will be the correct solution in 
all of the areas which may be involved. How 
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much housing can be permanently absorbed, 
how much must be temporary, how much 
obsolescence of existing housing can be prop- 
erly forced, is a slum problem involved, can 
the housing be turned to other uses later, 
what is the status of collateral-industry 
expansion in the area, how much home 
ownership, how much rental housing—these 
and other factors must be given different 
answers in each community. What will work 
for one may be all wrong for another. 
While attention is being directed to de- 
fense housing, the present large volume of 
private residential building and moderniza- 


New York City Revises 
Nr YORK CITY has just adopted the 


most elaborate series of amendments 
to its zoning ordinance (hitherto called lo- 
cally the building zone resolution) since its 
original enactment in 1916, and the most 
comprehensive recent revision of any zoning 
scheme. The episode is instructive both 
philosophically and technically. In a short 
news note one must forego the pleasure of 
entering into critical discussion of all the 
technical points involved, and paint the pic- 
ture in broad strokes, perhaps pointing a few 
morals. 

The new City Charter, which for the first 
time provided New York City with a plan- 
ning commission, became operative on Janu- 
ary I, 1938. Novel zoning powers were con- 
ferred on the new commission: it could after 
i hearing adopt amendments to the 

uilding zone resolution, and unless disa 
proved within 30 days by a 3/4 vote of the 
Board of Estimate (the upper chamber of 
the local legislature) the action of the plan- 
ning commission was to stand as law. 

Representations had been made by civic 
groups even before adoption of the charter 
that the zoning resolution required extensive 
overhauling. The planning commission rec- 
ognized what is not too widely understood 
in planning circles—that zoning is a legal 
aon to implement a master plan—and 
that 


“more fundamental revision may be indicated upon 
completion of a number of the basic Master Plan 
studies. ... At the same time there would appear to 
be no good reason for denying to the residents of this 
City the advantages to be gained through such zoning 
provisions as are enjoyed elsewhere.” 
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tion should not be overlooked. It will reach 
a total of some two billion dollars this year 
and will make a very substantial contribu- 
tion to the country’s economic preparedness. 
It not only provides the building industry 
with taxable funds to help pay Ee defense 
expenditures, but also creates for the nation 
additional taxable assets in the form of new 
homes in its communities. 

F. Stuart Fitzpatrick 
Manager, Construction and 
Civic Development Department, 
Chamber of Commerce of the 
United States of America 


Its Zoning Ordinance 


The planning commission accordingly 
adopted a long series of detailed amend- 
ments, most of which aroused no protest and 
were accepted by those who gave the matter 
any attention as desirable modernizations. 
First came technical and routine changes, 
and changes in definitions, to bring the old 
zoning resolution into harmony with the 
new City Charter and the Multiple Dwelling 
Law of the state. Then, in the classification 
presented in the commission’s report, came 
a series of “improvements in standards and 
methods.” Many of these will not strike the 
readers of this Journal as original; they were 
not claimed to be. In zoning, as in other 
public improvements, the metropolis has 
paid the price of pioneering; many a midwest 
county seat has brighter street lights on its 
main stem than has Fifth Avenue. 

Thus, New York has just redefined “curb 
level” and “height of buildings” so that the 
height of an apartment house set back more 
than 25 feet, or on a street with no estab- 
lished curb level, shall be measured from the 
average level of the immediately surround- 
ing plot. We had that provision in my sub- 
urban village in 1930. In this class of change, 
too, are the attempts to fit multiple dwellings 
less awkwardly into the “E” and “F” (most 
restricted) area districts—where they were 
not originally contemplated—by introducing 
an “entirely new principle of bulk limitation 
... expressed in permissible area of floor 
space in the building in proportion to the 
area of the plot” (1.6 ratio in “F”’ Districts). 

Next comes a series of “entirely new dis- 
tricts and provisions” to “deal with urban 
problems which were practically non-exist- 
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ent” in 1916, such as trailer camps, bus sta- 
tions, and airports; and “‘to foster” hitherto 
“inadequately protected” developments, in- 
cluding low-density garden apartments, row 
and group houses, and strictly local shopping 
centers. 

The technique adopted for handling 
trailer camps and bus stations is that which 
the commission sought to use in many of 
its amendments: recognizing the many con- 
siderations which must enter into the wise 
location of such facilities, the commission 
excluded them as a matter of right in dis- 
tricts of intense use, leaving it to an ad- 
ministrative body, the Board of Standards 
and Appeals, to grant permits subject to 
special conditions and safeguards. Appar- 
ently the trailer-camp and bus interests were 
less sensitive, or less well organized, than 
the advertising and oil companies: these pro- 
visions aroused no protest; a similar ap- 
proach to the problem of filling stations and 
advertising signs almost led to setting up 
barricades in City Hall Park. 

The use of zoning to control building 
heights around airports is the subject of 
controversy.! The New York Commission 


rejected the method of me up a separate 


system of height regulations for these areas. 
The structure of the zoning resolution does 
not provide explicit maximum height limits; 
it prescribes basic dimensions, above which 
building may proceed indefinitely (in many 
types of districts) by successively and pro- 

ortionately greater bulk limitations a 
wey It was therefore not possible to pro- 
ceed merely by amending existing height- 
district maps.? The most that could be done 
at this time was to prohibit exceeding the 
basic height limits within a mile of a public 
airport except with permission of the ad- 
ministrative Board, subject to conditions 
and safeguards. 

To many citizens, ‘row house” conjures 
up pictures of dreary brownstone fronts or 
solid blocks of Philadelphia 12}4-footers. Yet 
the studies of Henry Wright and others over 
the last decade have demonstrated the su- 
periority of the attached house for economy, 
if its setting is controlled. Attached houses 
have been forbidden in New York in the 
most restricted districts by the requirement 


1 See American Society of Planning Officials et al., 
The Airport Dilemma (Chicago: Public Administration 
Service, 1938), pp. 42-3. 

2 The New York ordinance, it will be remembered, 


THE JOURNAL OF LAND & PUBLIC UTILITY ECONOMICS 


of side-yards; in the districts where they 
have been allowed, they have not been pro- 
tected against the intrusion of apartment 
houses. Accordingly, a new class of district 
has now been created to encourage the at- 
tached house, with an exceedingly interesting 
provision to promote “group” rather than 
“row” houses. No side-yard is required; but 
if there be one, it must have a minimum 
width of five feet: and for rows of houses, the 
combined yards at the ends of the row must 
total five feet times the number of houses in 
the row. The commission hopes that this 
provision will lead to flexibility in site plan- 
ning, and discourage solid block fronts. 

The “garden apartment” has troubled 
zoning officials since FHA insurance has 
made the term popular. “Commercially,” 
says the planning commission, “the term 
has been applied to any building of rela- 
tively moderate coverage, with some green- 
ery for a setting.” To encourage “genuinely 
open garden apartment districts,” a new 
class has been created, superimposing upon 
the normal area provisions of the already 
restricted “F” district a ratio of floor area 
to lot area of 0.75: a 3-story building may 
cover 25% of the lot, a 6-story building only 
12.5%. 

At this time, no map changes have been 
made locating these new “F-1” Districts; 
the initiative is left to property owners who 
desire protection to petition for changes in 
the area-district map. 

Other ‘“‘new provisions”—the only ones of 
which space permits mention—call for the 
provision of off-street loading facilities in all 
“new or substantially altered buildings used 
for purposes involving substantial trucking”; 
and permit the administrative Board—with 
a favorable report from the planning com- 
mission—to vary the lot-by-lot restrictions 
of the zoning resolution to facilitate large- 
scale housing projects (over 75,000 square 
feet), so long as the density a other general 
standards of the resolution are not weakened 
by the variance. 

The boldest attack of the planning com- 
mission was upon the problem of garages 
and filling stations, and business and adver- 
tising signs. It was here that the commis- 
sion’s proposals met articulate and organized 


has the antiquated arrangement of three separate 
classes of districts, with three separate sets of maps— 
use, height, and area—resulting in the possibility of 
endless permutations, combinations, and confusion. 
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opposition; and it was here that the Board 
of Estimate mustered the votes to override 
or modify the commission’s proposals. In- 
deed, even within the commission, a minor- 
ity (two engineer members) had filed a re- 
port dissenting in part; it was this minority 
view that the Board of Estimate followed. 

The approach of the commission was the 
urgent need of weaving the automobile more 
flexibly into the life of the city. To this end, 
provisions were proposed (and accepted by 
the Board of Estimate) to permit group ga- 
~— in connection with group-housing de- 
velopments—even to permit them for row 
houses, to do away with the little tin box in 
the back of each dwelling. Another section 
permitted outdoor or indoor parking spaces 
for tenants or patrons of business buildings. 
It was not proposed to eliminate the long- 
standing provision prohibiting public garages 
and service stations as a matter of right in 
restricted districts; as before, a permit 
would be required from the administrative 
Board. 

However, the old ordinance provided that 
a permit for a public garage in a restricted 
area could be issued only if the petitioner 
filed the consents of the owners of 80% of 
the frontage deemed immediately affected; 
and not at all within specified distances of 
schools or hospitals. Furthermore, the old 
ordinance authorized the Board to issue a 
permit in any block in which a public garage 
existed, or a public stable had existed in 
1916. Finally, there was no provision to end 
non-conforming public garages, other than 
through natural attrition, a force which had 
been strikingly inoperative during the last 
25 years. 

The “80 per cent consent” clause had 
resulted over the years in a notorious traffic 
in consents, and hampered the scope of the 
Board’s discretion. The planning commission 
acted to strike it out. And boldly, the com- 
mission proposed to end the “perpetual 


3 One of the aftermaths of the battle was a resolution 
introduced in the City Council to amend the charter 
so that zoning changes adopted by the commission 
should be ineffective unless approved by a 3% vote in 
the Board of Estimate, instead of being effective unless 
overridden by 34. Anticipating forces that would seek 
to whittle them away, the framer of the new charter 
provided that any charter amendment in derogation of 
the powers of the planning commission must go to popu- 
lar referendum—a provision which the introducers of 
this measure seem to have overlooked. 

‘Unlike more modern ordinances, the original New 
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monopoly” apparently conferred by the 
“exclusive right to conduct these non-con- 
forming activities,” by compélling filling 
stations at the end of five years to come to 
the administrative Board for a permit to 
continue, subject to safeguards; and com- 
pelling garages within the prohibited dis- 
tance of a public institution to seek similar 
permission after Io years. 

The commission made a similarly bold 
attack on commercial signs. It proposed to 
distinguish in future between generally per- 
missible “‘business” signs relating only to 
activities on the premises, and “advertising 
signs” to be severely limited—prohibited 
even in business districts as of right, subject 
to permission by the administrative Board; 
and similarly prohibited in the vicinity of 
fash, parkways, and express highways. For 

imes Square and its like, new use districts 
were to be set up in which these limitations 
would not apply.’ Non-conforming business 
and advertising signs were to be terminated 
in two years, subject, like non-conforming 

asoline stations, to review and extension 
2 a stated term of years by the administra- 
tive Board. 

It was at this point that the picket lines 
formed around the City Hall, and the Real 
Estate Boards bought large advertising 
space urging shock troops of protest. Cries 
of “confiscation,” “radicalism,” “disregard 
of property rights” resounded—not only 
from de throats of little property owners 
who might be excused for Sena been ex- 
cited by lurid statements about technical 
matters which they did not understand. It 
was sobering at the hearing before the Board 
of Estimate to hear Borough Presidents on 
the dais talk about vested interests in non- 
conforming uses as though a certificate of 
occupancy granted in 1916 were a franchise 
—men who should have known that no one 
can acquire a vested interest against the 
police power.® It was frightening to hear city 


York zoning resolution left unrestricted all parts of the 
city the future use and limitations of which could not 
clearly be foreseen, making it exceedingly difficult to 
impose later restrictions, as Park Commissioner Moses 
recently discovered when seeking changes in the zoning 
map to protect his new circumferential Belt Parkway. 

5 On his one brief visit to the United States, G. K. 
Chesterton was asked his opinion of the Great White 
Way at night. His reply was, “What a wonderful 
sight this would be for one who did not understand the 
English language.” 

® Hadacheck v. Sebastian, 239 U. S. 394 (1915). 
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officials talk about the unconstitutionality of 
the resulting diminution of property values— 
the same argument used against the original 
ordinance in 1916, and presumably finally 
disposed of in 1926 in Euclid v. Ambler. 

t was also food for thought that not one 
of the important civic planning organizations 
was ready firmly to back the planning com- 
mission in its attempt to loosen over the 
next decade the dead hand of the mistakes 
of 1916. Their few spokesmen were ready 
to praise this or that proposal; but these 
“retroactive” clauses, as the opposition 
branded them (they seemed “‘prospective” 
to me), were apparently too much for civic 
leaders with afhliations in institutions which 
had financial interests in filling stations. Or 
else the proposal to provide needed flexibility 
in so complex a situation by entrusting dis- 
cretion to an administrative board aroused 
the cries of “bureaucracy” and of Lord 
Hewart’s “‘new despotism” that have been 
coming from the supporters of the Logan- 
Walter bill. 

It was less surprising to hear from an end- 
less stream of protestants that their families 
would have to go on relief if the husband- 
father’s job as a sign painter were taken from 
him by these highhanded proposals; or that 
their house next to a school was uninhabit- 
able because the noisy children broke the 
windows, and therefore they must be allowed 
to sell the lot for a filling station.’ 

Subsequent to its public hearing on June 
20, the Board of Estimate went into execu- 
tive session, with representatives of the 
planning commission, and on June 27 “modi- 
fied” the “amendments” previously adopted 
by the planning commission on May 29.8 
Most of the changes adopted by the planning 
commission were permitted to stand un- 
touched. The “retroactive” clause to elimi- 
nate billboards after two years went out of 
the window—although the sign interests 
confess that the “prospective” controls con- 


7It is also food for thought that the newspapers in 
which the Real Estate Board advertisements appeared 
published chiefly columns of publicity releases of or- 
ganized protests. Only PM, the new daily without 
advertising, on the eve of the hearing gave a balanced 
story from which a citizen could learn what the plan- 
ning commission was trying to do and what were the 
arguments against it. Did the planning commission do 
its full duty in providing the newspapers with factual 
material explaining its proposals? 

8 The expressions quoted in this news note as senti- 
ments of the planning commission are from the “Report 
and Resolution of the City Planning Commission 
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demn them to slow strangulation rather than 
early decapitation, because of the rapid de- 
preciation of billboards. Advertising signs 
are not automatically prohibited along parks 
and express highways; the planning commis- 
sion must affirmatively designate the highway 
as one to which the prohibition is to apply. 
Non-conforming filling stations and public 
garages are not automatically required to 
show cause before the administrative Board 
after five or ten years to justify their con- 
tinued existence. The Board of Estimate 
adopted instead the proposal of the two 
minority members of the planning commis- 
sion, that such non-conforming uses might 
be continued 

«|. . unless determined by the Board . . . to be a haz- 
ard to life, health, or the general welfare. Any public 
agency, department head, or public institution may 
petition the Board ... to terminate such existing use, 
stating reasons therefor. In considering the termina- 
tion... the Board shall give due consideration to the 
general welfare and to the investment involved.”® 


For future public garages and filling sta- 
tions, the Board of Estimate agreed that 
the administrative Board must limit its 
permit to a stated term of years. In business 
and retail districts, no consents of neighbor- 
ing property owners are to be required; in 
more restricted districts, or within prohibited 
proximity to a school or other public insti- 
tutions, consents are required of 50% (not 
80%) of the owners. 

As a result of two years’ work by the plan- 
ning commission, New York’s zoning resolu- 
tion has been brought abreast of develop- 
ments elsewhere in the country during the 
last decade; in some respects, New York is 
again ahead of the procession. The city is 
still condemned to tolerate public garages 
where stables happened to be in 1916; a 
bold attempt to set up machinery to rectify 
the errors of the past was largely frustrated. 
New York’s already cumbersome ordinance 
has been complicated by the creation of 


Amending the Building Zone Resolution, Adopted 
May 29, 1940.” The “Zone Resolution, as Amended 
by the City Planning Commission and Modified by the 
Board of Estimate, in Effect June 28, 1940” is avail- 
able in pamphlet form from the City Planning Com- 
mission, Municipal Building, New York, for 25 cents. 
The pamphlet contains relevant extracts from the City 
Charter, the rules of the Commission, sample forms for 
petitions, etc. 

® The last sentence is particularly interesting in view 
of the protests that the planning commission’s original 
proposal was an unwarrantable delegation of discretion 
to the Board for failure to set up adequate standards. 
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seven new classes of districts. In short, fun- 
damental revision still remains to be under- 
taken, when adequate staff is available for 
the substantial studies involved, and when 
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the master plan is far enough along to sup- 
port implementation. 

Cuar_es S. ASCHER 
Social Science Research Council 


Avoiding ‘“‘Census Jitters’ 


| go crcmmapsainotgl and partial local pop- 
ulation-counts of the Census are now 
sufficiently numerous to indicate what may 
reasonably be expected from the complete 
report. Since many of these counts are very 
different from the “estimates” made from 
time to time during the past decade, and 
also since many indicate trends the reverse 
of what has actually been taking place— 
even recently—it is important for all inter- 
ests to see the situation which is so indicated 
as soon as possible. 

Too much importance must not, however, 
be given to mere growth or Joss of popula- 
tion. It is more indicative than it is impor- 
tant. Experts assign to it an importance of 
say I15 as compared to many other indexes 
of economic and social well-being which run 
to five times that amount. 

Also it is well to remember that the 
population-size of a community, which is 
raised or lowered by such growth or loss, is 
of almost no significance for the things that 
most matter in making a community soundly 
prosperous and progressive. Only a very great 
growth or loss affects the population rank 
of a city enough to change substantially its 
general fortune. Of course, different business 
and social and even political interests are 
differently affected by population numbers 
and changes therein. This analysis refers to 
the effects on all except the most special 
interests. 

From this point of view, the best places 
are known to be the lesser cities; generally 
speaking, places less than 100,000 are twice 
as good as places above that size, and many 
times as good as those of 1,000,000 and up.! 
No one knows how the small cities and the 
towns would rate in similar terms, but the 
presumption would be that they would rate 
not so well as the lesser cities—especially 
the residential suburban ones. The non-sub- 
urban lesser cities, however, which rank 
better than average are more numerous, 
though not so outstanding. Three-quarters 
of all suburbs are places of a few thousand, 
close-clustered, and “‘not so good.” 


1 See Edward L. Thorndike, Your City (New York: 
Harcourt, Brace & Co., 1939) and my comment thereon, 
“Appraising Urban Communities: Techniques and Ob- 


It is important to recognize these prin- 
ciples in judging the population figures in 
order to avoid “statistical (or census) jit- 
ters.” The Census is to be highly commended 
for the economic, social, and other than 
mere population data in its count. The 
sooner the findings on these additional fac- 
tors are published the better, as the popula- 
tion figures are spectacular and disquieting. 
Since it is wealth and well-being that people 
and government alike are really concerned 
about, it is doubly important to know what 
significance the population figures have. It 
is a solemn fact today that our best rated 
places are growing quite slowly. What can 
the matter be? 

What the current Census so far reveals is 
a continuance of trends recognized since 
1910. When it is noted that many great cities 
are /osing for the first time in their history, it 
must be remembered that this is not so great 
a change from a steadily declining rate of 
growth. 

This country may need a “good five-cent 
cigar” but it also needs some different cri- 
teria for judging business and society than 
the traditional one of mere numbers—the 
result of an expanding and young country. 
Quantitative standards must now—and 
quickly—be replaced by qualitative ones.? 
Our people and their leaders will need to see 
things from this new point of view to meet 
the new trends being revealed by the current 
Census. 

For a century, the nation and its compo- 
nent communities have been growing almost 
without exception. Of course, there was 
laterally rural depopulation. In the last 
Census a few cities showed losses and many 
a greatly reduced growth. Not many people 
learned that within cities there was loss 
centrally and rapid gain in the outlying 
wards. The idea that suburbs were important 
in numbers and growing faster than the 
cities became familiar. Quite recently the 
idea of a stationary population for the nation 


jectives,” 16 Fournal of Land & Public Utility Eco- 
nomics 1-7 (February, 1940). 

2 See my article, “Breaking the Lock-Step of City 
Classification,” American City, January, 1927, p. 87. 
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in another generation has become familiar. 
Now the current Census indicates that all 
this has “‘come to a head.” 

The national gain is indicated as much 
less than was estimated, having slackened 
by years throughout the decade. It will 
likely be shown to be about 1/2 that of the 
previous decade. For since immigration has 
turned into emigration, the decline of almost 
1/2 in births naturally produced this result. 
Internal migration between country to city,® 
between cities, from city to suburbs, and 
within suburban series and from one part of 
the country to another is now especially 
active. This is the primary factor which is 
causing the ees of growth and loss in 
cities. 

It is now a well-established principle of 
city growth that generally speaking cities 
once large come to grow at about the na- 
tional rate. This seems logical for they are 
national centers. There are exceptions, how- 
ever, such as Los Angeles and Detroit, re- 
cently and even currently. 

As this country, in its relative isolation, 
mobilizes nationally and looks homeward 
rather than as throughout its history inter- 
nationally for population and markets, these 
national, and hence great-city, trends will 
be intensified. “We ain’t seen nothing yet.” 

Of the national growth, much reduced as 
it is, nearly 1/2 is indicated as being on the 
Atlantic seaboard, and about as much south 
of New York as north of it. Perhaps a quar- 
ter of the states will show loss of population 
and this may include states which are urban 
and industrial. Internal migration has been 
very active, people making adjustments to 
depression and other mn i and world 
conditions. With the exception of California, 
which continues exceptional (especially with 
respect to the growth of Los Angeles, which 
is twice that of the average of the great 
cities in these times), the westward move- 
ment is over; in fact, as indicated above, the 
East and the South are now the Frontier. 

But even more spectacular are the 
changed fortunes of great cities. In the past, 
for a century, the bigger the city the faster 
it grew. The urban, metropolitan, megalo- 
politan hierarchy was well defined, and 
seemed persistent. Cities grew, until re- 
cently, fully twice as fast as the nation. Cur- 
ernt indications are that they now are grow- 


8 See “Farm Population Estimates,” USDA, Bur. of 
Agric. Econ., released July, 1940. 
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ing in only about the same total numbers as 
the nation, which would be at the same rate, 
since they include something more than 1/2 
the national population. 

The population of the country is now 
about equally divided—1/3 in great cities, 
1/3 in small cities and towns, and 1/3 in the 
country. Urbanism, whether viewed as all 
classes of urban places (towns and cities 
generally), or as great cities, or even as sub- 
urbs, is no longer the dominant “feature” 
as ruralism was earlier in days of the fron- 
tier. 4 better balanced country, with interur- 
banism dominant, seems ahead. 

This is not inevitable, of course, if recog- 
nition of the trend leads to the proper ad- 
justments in city and regional planning and 
metropolitan reconstruction generally. The 
current Census only “flashes danger signals.” 

The last 20 years have not been a depres- 
sion but an almost epochal crisis. The many 
“‘booster estimates” made in all parts of the 
country in the early 30’s, which foresaw 
return trends of the traditional type, are 
now to be revised. Those were so far from 
eventuating that the estimates for a mere 
dozen great cities are now seen to exceed 
the total gain of the nation! 

All this compels communities to empha- 
size conditions of general welfare and living 
conducive to natural increase of population 
and to holding and attracting population. 
Criteria other than mere population size 
and growth will have to be used. 

Current population trends indicate that 
if great cities, and especially their central 
districts, are now undesirable, even the sub- 
urbs in general are not the most attractive, 
under prevailing conditions. There are indi- 
cations in the partial current Census reports 
that the main goals of movement are non- 
metropolitan. 

Since nearly 1/2 our people are in such 
metropolitan regions which occupy only 
some 5% of the area of the country, and 
since a large proportion of the national 
wealth, e.g., mortgages, is involved in these 
areas, their conditions and fortunes are of 
outstanding importance. 

Many interpreters—especially in the press 
—of the current trends seem to think that 
the great cities’ loss has been the suburbs’ 
gain, and that Jooking at the matter as 4 
“metropolitan regional” one, there is still 
“blue sky,” or at least the possibility of 
such. Many have reproached municipal gov- 
ernments for the situation; and de is a 
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factor, but not the principal one. It is a 
national matter, and the education of the 
general public as to what are the trends is 
the only thing which would allow even re- 
form governments to reconstruct. For mal- 
adjusted great cities will not permit the 
suburbs to develop; the two are co-parts. 
Fifteen years ago Douglass suggested this 
in The Suburban Trend and I wrote in the 
National Real Estate Fournal, ‘‘Will the Sub- 
urban Trend Continue?”—an unpopular 
caption then. 

The current Census is to include data on 
nearly 50 more lesser metropolitan districts. 
This may becloud the issues but, if discretely 
studied, will give invaluable information on 
— I have above called ‘‘non-metropolitan 
goals. 

Naturally the early reports on the larger 
cities are easier to adjudge. The urban slack- 
ening is all along the line, but is, generally 
speaking, 50% more aggravated for the great 
cities than for the lesser. However, the sharp- 
est loss so far has not been so shocking—a 
reported 10% for a noted industrial suburb 
of the North Central division. The reporting 
of the cities seems about 2/3 complete, and 
the trends discussed are largely correct. 

In the suburban field, to which so many 


look hopefully, the larger suburbs show rela- 
tively and unexpectedly slight gains. This 
is true even of the group of residential sub- 


urbs—like Pasadena, Montclair, Evanston, 
etc.—which are rated the best in the countr 
in “general living conditions.” It may well 
turn out that the many and rapidly increas- 
ing number of small suburbs and interrurban 
places, well located laterally from suburban 
series and interurban between metropolitan 
districts, will show the greatest gains, and 
most of the gain in the reduced growth of the 
nation. 

A number of independent cities and a 
number of small places throughout the 
country, because of special location or re- 
sources, such as oil, etc., show sharp gains. 
But this is not the dominant. Washington’s 
growth is outstanding. 

Beyond 20 miles Toon the larger cities 
seems to be the zone of growth. This includes 
the outer portion of the metropolitan districts 
of the Census. But it should be observed that 
both sharply gaining and sharply losing 
places appear in this zone—with the balance 
in favor of the gaining. 

In general, the great cities are gaining at 
about 1/4 their traditional rate, and to in- 
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clude the suburbs and think ‘“‘metropolitan- 
ally” does not so greatly change the general- 
ization. Metropolitan New York is reported 
as gaining at only 1/2 its former rate. Metro- 
politan Chicago (Cook County, at least), 
with the city gaining less than in any decade 
in its history, has not made good the gain 
and will probably show a total gain just 
equal to the city’s alone in the last decade; 
Los Angeles has dropped from doubling and 
more to a mere dozen per cent, though there 
is almost equal population in the far-flung 
suburbs, which will likely considerably in- 
crease this general gain. 

Two important facts about these trends 
should be noted. The movements, losses and 
gains within cities are greater by far than 
the changes and reversals of cities as wholes. 
Also the social composition (kinds and con- 
ditions of people) of cities, suburbs, and of 
parts of cities will be found to have changed 
even more spectacularly and significantly 
than the mere changes in numbers. 

The changes from the former decade in 
growth and loss have not after all been so 
great, although highly indicative, but the 
changes in status have. The two are, how- 
ever, closely related. 

When the returns for the lesser metro- 
politan regions are in and the figures for all 
metropolitan districts assembled, significant 
differences between them will be apparent. 
Ratings of all cities over 30,000, which in- 
cludes all great cities and their most impor- 
tant suburbs (with over 1/2 of all the sub- 
urban population), made by Thorndike show 
some metropolitan districts very much su- 
perior to others in “general living condi- 
tions.” The kind of metropolitan situation 
to which more communities should approxi- 
mate is indicated. The great cities and met- 
ropolitan districts need not, therefore, get 
too “jittery” over the indications of the cur- 
rent Census but rather find in it guiding 
principles for bigger and better metropolitan 
centers. 

A large part of the vital strength and 
weakness of warring nations abroad is their 
differences of metropolitan structure and 
life. American mobilization calls for doing 
the most and best with our “urban re- 
sources” and the current Census is certainly 
pointing out the necessity. 

Witu1aM L. BaILey 


Professor of Sociology, 
Northwestern University 
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State Regulation of Flood-Plain Use 


TATE regulation of flood-plain use offers 

a partial remedy for the mounting toll 
of flood damage in the United States. Flood 
damage is being reduced by control works 
in some localities. It is increasing in other 
communities where individuals are continu- 
ing to encroach upon the natural flood plains. 
Some flood-control works are actually induc- 
ing further encroachment. State regulation 
is no panacea for these ills, but it is a partial 
remedy deserving of wider use. Singly or in 
combination, zoning, building regulations, 
and subdivision regulations are fruitful de- 
vices for promoting the effective use of 
flood-plain se Sooner or later, comprehen- 


sive programs which seek to reduce flood 
damages may be expected to include such 
regulation as well as the traditional meas- 
ures of flood control and flood protection. 

Disastrous floods in recent years have in- 
age a new and — recognition of 
t 


e contributions which zoning and other 
regulations can make to halting that en- 
croachment which increases the flood hazard, 
to preventing new uneconomic uses of flood 
plains, and to readjusting present unsatis- 
factory uses.’ State, county, and municipal 
agencies have been active in the drafting 
and enforcement of regulations. It is too 
early and the experience is too fragmentary 
to attempt any generalizations with respect 
to the activities of local governments. How- 
ever, state regulation has been practiced 
sufficiently long so that it may be appraised. 
In the long run, county and municipal zon- 
ing of land use probably will have the more 
profound effect upon human adjustment to 
floods, but state regulation of encroachment 
is a tried and relatively simple procedure 
which can be expected to yield limited results 
more promptly. 

A review of experience with regulation in 
three states suggests that state flood-plain 
regulation of the type in force in the states of 
New Jersey and Washington deserves con- 


1 New York, Division of State Planning, ““A Common- 
Sense View of the Flood Problem,” Bulletin 28, May, 
19373; L. Segoe, ‘Flood Control and the Cities,” Ameri- 
can City, March, 1937, pp. 55-6; George H. Gray, 


sideration by other states. It further sug- 
gests that the Federal Government may 
have cogent reasons for making the enact- 
ment of such state legislation a condition 
of additional federal contributions to flood 
control. 


Channel-Capacity and Land-Use Regulations 


Regulation of flood-plain use may serve 
either or both of two objectives. First, it 
may limit land occupance which causes a 
constriction of the natural stream channel. 
This may be called “channel-capacity” regu- 
lation. Dumping of waste, construction of 
bridge approaches and abutments, and con- 
struction of highways may result in a de- 
crease of channel cross-section, a consequent 
reduction in water-carrying capacity, and an 
increase in the height of flood flows. A river- 
side fill may cause an increase in the flowline 
of flood waters on the opposite side of the 
channel. A railway crossing may back up 
flood waters for distances of a mile or more 
upstream. An oil tank constructed without 
proper anchorage may break loose in time 
of flood, lodge against a bridge downstream, 
and cause pooling of water. Zoning measures 
or building regulations may be employed 
to prevent such structures to the extent that 
they cause an increase in the height or dura- 
tion of floods. 

Second, regulations may limit the use of a 
flood plain to purposes which do not suffer 
unduly from the action of flood or which do 
not cause serious damage to persons located 
outside of the flood plain. This may be 
called “‘land-use” regulation. The objective 
here is to prevent or discourage occupance 
rendered uneconomic or contrary to the com- 
munity welfare by the flood hazard. In only 
a few cities in the United States does a flood 
plain constitute the only economically feas- 
ible location for residences. On the other 
hand, many manufacturing establishments 
must be located within the range of floods 


“State Zoning of Waters,” 2 Planners’ Fournal 128-9 
(Sept.—Oct., 1936); Henry C. Klein, “Flood Plain Zon- 
ing and Evacuation,” Quarterly of National Fire Protec- 
tion Association, April, 1939. 
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in order to utilize assets of low land and 
riverine location. Zoning ordinances may be 
employed to prevent new residential use, to 
encourage the evacuation of a residential 
area over a long period of time, and to limit 
new manufacturing and commercial uses to 
< requiring the advantages of the flood 

ain. 

The two objectives are combined in some 
regulations, and are independent in others. 


Status of State Regulations 


Most of the effective flood-plain zoning 
activity in the United States has been ac- 
complished by the states. The cities have 
utilized it in a few instances. The powers of 
Federal Government to promote zoning have 
not been exercised as fully as they might. 

New Fersey. New Jersey provided for 
channel-capacity regulation under authority 
of its so-called Home Rule Act of 1917, as 
amended in 1929. That act provides that 
every municipality in the state may make 
and enforce ordinances for the purpose of 
“The defining of the location and the estab- 
lishing of widths, grades and elevations of 
any stream, creek, river or other waterway, 
and the preventing of encroachments upon 
the same.””? Counties of the second class have 
substantially the same powers, and the State 
Water Policy Commission is empowered to 
prescribe conditions under which the erec- 
tion of any new structure or renewal of 
existing structure may be permitted within 
the natural and ordinary high water mark of 
any stream.? The Commission also is author- 
ized to require the removal or repair of such 
existing structures in the interest of the 
public safety. Encroachment lines adopted 
by the municipalities and counties are sub- 
ject to approval by the Commission. 

The State Water Policy Commission per- 
forms two interlocking functions. First, it 
issues yo for construction or altera- 
tion of bridges, culverts, walls, fills, and 
other structures throughout the state.‘ 
Second, it makes intensive surveys of indi- 
vidual streams looking to the setting of en- 
croachment lines and the preparation of 
specific plans for channel improvement. 
Ideally, the surveys should be completed 
before action is taken on applications for 
permit to build or alter structures. Practi- 


* Rev. Stats., Title 40, c. 56-1 (k) as amended by 
Laws 1938, c. 229. 
3 [bid., Title 58, c. 1. 
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cally, the Commission must act on many 
applications on the basis of office or recon- 
naissance studies of channel and run-off 
conditions. 

The law affecting Commission authority 
has been construed to include all classes of 
structures, principally bridges and channel 
changes, walls, pipe crossings, and buildings. 
The Commission is in a position to prevent 
any new invasion of flood plains in so far 
as it can prove that such invasion would in- 
crease the danger of flood damage or would 
injure the public welfare in any other way. 
It apparently lacks authority to control 
dumping of refuse. 

In order to establish the encroachment 
lines necessary for the administration of such 
duties, the Commission has sponsored de- 
tailed surveys of streams. It has been aided 
materially in some areas by the WPA 
Waterway and Riparian Survey sponsored 
jointly with the State Department of Com- 
merce and Navigation. That basic survey 
provides a large-scale map showing all 
structures in and along a stream, an accu- 
rate profile of the stream, and a series of 
cross-sections of the stream channel below 
or slightly above the extreme high water 
mark. 

The detailed encroachment surveys have 
been made in cooperation with county and 
municipal governments for Assunpink Creek, 
Green Brook, Elizabeth River, Rahway 
River, Pequest River, Wallkill River, and 
Second River. For each stream, encroach- 
ment lines have been established beyond 
which the Commission will not permit con- 
struction. Also, plans for channel deepening, 
straightening, and widening and for flood- 
wall construction have been prepared. De- 
tailed studies were made in the Passaic Basin 
without setting encroachment lines. 

At this writing no lines have been adopted 
by municipal ordinance, although many of 
the recommended improvements have been 
constructed by county or municipal govern- 
ments or by property owners. The lines are 
generally recognized by the responsible local 
officials; delay in formal acceptance has oc- 
curred in the municipal councils. 

In addition to providing a basis for the is- 
suance of permits by the State Water Policy 


‘State Water Policy Commission, Information for 
applicants for permits for construction or alteration of 
encroachments on streams, bridges, culverts, walls, fills, 
and other structures (Trenton, 1938). 
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Commission, the surveys are used by state 
and local officials as a guide to (1) removing 
channel obstructions such as sewer cross- 
ings, (2) constructing retaining walls and 
other channel-improvement works, (3) as- 
serting title to the natural stream bed, and 
(4) advising property owners on desirable 
limits of improvements. The authority of 
the Commission has not been questioned in 
the courts. Neither has the state paid any 
damages for removals or alterations required 
by it. The entire process seems to have been 
a cooperative one in which acceptance of the 

rinciple of staying out of the stream channel 
Oe been gained ' education and skillful 
negotiation. 

The Commission has required the design 
of bridges and culverts with capacity ade- 
quate to pass the probable maximum flow 
safely. It os not set encroachment lines at 
the limit of the estimated maximum flood. 
In general, floods of 15- to 25-year frequency 
have been used in calculating desirable 
channel capacity, thus leaving available for 
unrestricted occupancy many flood-plain 
areas which are inundated at less frequent 
intervals. 

The administration of this legislation to 
date has barred those major encroachments 
on normal stream channels which result 
from construction of dams, bridges, roads, 
and the like. It has reduced somewhat the 
amount of encroachment by new buildings 
and filling. It has provided a legal and fac- 
tual basis for channel-improvement activi- 
ties by municipalities. It has not resulted in 
any major readjustments in land use in flood 
plains, nor has it been used to restrict new 
and uneconomic land uses which do not 
cause appreciable changes in stream regimen 
or stage. 

Pennsylvania. Authority to regulate stream- 
channel encroachment also is vested in state 
and municipal agencies in Pennsylvania. 
The State Water and Power Resources 
Board is authorized to issue permits for the 
construction of any water obstruction in any 
stream or body of water or for any other 
action changing or diminishing the course, 
current, or cross-section of such water 
bodies.’ If the Board determines that any 
obstruction is unsafe or in any way is “de- 
rogatory to the regimen of the stream” it 


5 Act of May 6, 1937 (Pamphlet Laws, 555), §§ 1-3; 
Act of June 25, 1913 (Pamphlet Laws, 555), §§ i-Io. 
Act of June 12, 1931. 


may require the repair or removal of the 
obstruction as may be appropriate. The 
Board of Commissioners of ae for 
the River Delaware retains its power and 
authority over that river and its navigable 
tributaries but does not now exercise such 
authority.® All Pennsylvania cities may, with 
the consent of the Water and Power Re- 
sources Board, establish encroachment lines 
by ordinance, and may prevent or remove 
all encroachments “‘as threaten to or do in- 
jure the city or the property therein.”? They 
may remove obstructions at the expense of 
those who cause them, may condemn prop- 
erty or materials as may be necessary, and 
may enter proceedings at law or equity for 
the purposes set forth. 

the Board has established encroachment 
lines in several cities and localities, but it has 
confined its activities chiefly to the inspec- 
tion of dams, bulkheads, and other struc- 
tures projecting into the normal stream 
channel. It reviews approximately 600 ap- 
plications for permits annually. In setting 
encroachment lines the major cities and 
localities affected have been the Schuylkill 
River in Manayunk and in Reading, the 
Susquehanna River at Wilkes-Barre, the 
Shenango River in New Castle and Sharon, 
Codorus Creek in York, and Connoquenes- 
sing Creek in Butler. In rare instances only 
has it attempted to regulate land occupancy 
in those portions of the flood plain located 
above the level of mean stream discharge. 

During 1937 it undertook a special survey 
of the extent to which there has been occupa- 
tion of those beds of streams or lakes title 
to which is in the Commonwealth.’ This 
latter survey seems to have been inspired 
by the knowledge that there has been wide- 
spread use of channel lands by persons who 
pay neither rent nor taxes. The study was 
aimed at recouping property rights of the 
Commonwealth, and it may also have re- 
vealed the extent to which the natural 
stream channels have been built upon or 
filled in, but authorization was repealed and 
no report has been issued. 

Although the powers of the municipalities 
are much more broad than those of the 
Board, the latter body has review power over 
action by the municipalities and it is in a 
position to guide zoning of flood plains on a 


6 Act of June 25, 1913, § 10. 
7 Act of June 23, 1931, Art. XXXIV, § 340. 
8 Act of July 2, 1937. Repealed May 25, 1939. 
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state-wide basis. In many instances, such as 
the establishment of channel lines for the 
Shenango River in the City of New Castle, 
the Board’s engineering staff has made the 
necessary surveys for the municipality, 
which in turn adopted the lines by ordinance. 
The progress made under the above men- 
tioned legislation in Pennsylvania differs in 
minor degree from that in New Jersey. Penn- 
sylvania has not made basin-wide surveys, 
but it has established many encroachment 
lines by government action in important 
urban areas. Like New Jersey, the zoning 
has been restricted to preservation of chan- 
nel capacity. No effort has been made to 
exercise the implied power to limit new occu- 
pancy which does not cause a marked change 
in stream regimen or stage, but which would 
be injurious to the public welfare. 
Washington. In 1935 the State of Wash- 
ington authorized its Supervisor of Hy- 
draulics to establish “Flood control zones” 
on all streams in the state and to issue per- 
mits necessary to control the erection, opera- 
tion, or maintenance therein of any struc- 
tures which might “adversely influence the 
regimen of a stream or body of water or 
might adversely affect the security of life, 
health and property against damage by 


flood water.”® The submission of applica- 
tions for permits is mandatory. The State 
Supervisor is given ample powers to enforce 
his a By May, 1940, 14 flood 


control zones had been established, more than 
100 permits had been issued, and no appeals 
had been made to the courts.!° 

As interpreted by those persons respon- 
sible for its administration, the enabling act 
does not provide for the prevention of new 
urban or rural occupancy on flood plains. 
It is directed at channel-capacity zoning 
primarily. It applies only to new structures, 
and will be of service chiefly in preventing 
further encroachment. In time it may be 
used to bring about gradual changes in 
land use, because as existing works and 


® Session Laws 1935, c. 159. 

10 P, Hetherton, Flood Damage Prevention, Washing- 
ton State Planning Council (mimeo), May, 1938, p. 33 
Letters from Chas. J. Bartholet, State Supervisor of 
Hydraulics, August 23, 1937 and July 14, 1940. 

11 Wayne D. Heydecker, “Recent Amendments to 
New York State Planning Laws,” 4 Planners’ Journal 
91-3 (July—Aug., 1938). The new laws are: Laws 1938, 
C’s 44, 205 and 264. 

12 Cumulative Supplement to 1924 Maryland Code, 
Art. 96B, § 9. : 
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structures become obsolete, they may be 
replaced only in conformity with state regu- 
lations. ‘ 

New York. As a part of its revision of state 
planning laws in 1938, the State of New 
York provided that planning boards should 
take into account peril from flood in deter- 
mining whether or not the land in plats for 
new subdivisions can be used safety.!! This 
authority could be used by the local boards 
in preventing new residential building in 
areas subject to important flood losses. It 
does not vest supervisory power in a state 
agency, and it leaves the exercise of subdi- 
vision control with the local boards. It is, 
however, a clear recognition by the state of 
the need for curbing further unwise occu- 
pancy of flood plains. 

Other States. The writer is not aware of 
important efforts to regulate flood-plain use 
in other states. In a number of states, no- 
tably Maryland,! state agencies are author- 
ized to investigate waterway obstructions 
and, if necessary, to order their repair or 
removal. In other states, notably Wiscon- 
sin, the counties have such authority. That 
authority may be used to regulate the con- 
struction of certain structures which would 
affect stream flow, but it has not been used 
generally to set encroachment lines or to 
establish zones. The Wisconsin counties 
possess broad powers to determine areas in 
which “trades and industries, and the loca- 
tion of buildings for specified uses may be 
prohibited.” 


County and Municipal Regulations 


The fragmentary data at hand reveal that 
a few ol governments have used the police 
power to regulate flood-plain encroachment. 
Outstanding examples are the zoning ordi- 
nance for Jefferson County, Wisconsin;!4 
the zoning of the California section of 
Cincinnati, Ohio;® the zoning ordinance 
for parts of Los Angeles County,California;'® 
and the building ordinance for Keene, Con- 
necticut.!” 


18 Wisconsin Laws 1935, c. 303, § I. 

4 J. M. Albers, “(New Uses for County Zoning: The 
Jefferson County, Wisconsin Ordinance,” 14 Journal 
of Land & Public Utility Economics 460-2 (Nov., 1938). 

8 State ex rel. Bateman v. Zachritz, et al., 22 N.E. 
(2d) 84 (1939). 

16 Additions to Ordinance No. 1494 (new series) 
authorized by the Board of Supervisors, June 11, 1940. 

11 American Land Co. v. City of Keene (Conn.), 41 
Fed. (2d) 484 (1930). 
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The opportunities for using zoning meas- 
ures to regulate flood-plain use in munici- 

alities are great. In the few instances which 
ee been studied, the application of zoning 
to areas of flood hazard has comprised much 
more than channel-capacity regulation. It 
has regulated land use from the standpoint 
of safety of health and property. 

To date, the state regulations have been 
directed chiefly at channel capacity and the 
county and municipal regulations at land 
use in a broad sense. The state work has 
been a fundamental step; without it the 
channels may be subject to progressive con- 
striction. At the same time, uneconomic en- 
croachment in the higher portions of the 
flood plain may be expected to spread so 
long as zoning and building ordinances do 
not limit building in the path of floods. 

Extension of either type of regulation is 
difficult and should proceed with caution. 
Even the relatively simple process of chan- 
nel-capacity zoning has encountered serious 
obstacles. 


Obstacles to State Regulation 


The chief conditions which retard the 
regulation of flood-plain use appear to be 
as follows: 

1. Data relating to flood magnitudes and 
frequencies are so scanty in many areas that 
it is difficult to establish the flow line of the 
probable maximum flood. Moreover, topo- 
graphic maps are lacking for numerous 
valleys. 

2. Studies of land utilization in the flood 
plains are even more sparse, and it therefore 
is necessary to draft regulations affecting 
future land use without adequate appraisal 
of the factors making for encroachment. 
Zoning implies a plan to be executed in part 
through restrictions. Few cities have master 
city plans. Without such plans, channel- 
capacity zoning may be undertaken with a 
fair degree of success inasmuch as there com- 
monly are no competing uses, but land-use 
zoning may be initiated only with impunity. 

3. Present or prospective land users in 
the flood plain exert strong pressure against 
any measures calculated to limit their choice 
of land use. The real estate subdivider hopes 
to sell cheap flood-plain land at a profit for 
residential use. The manufacturer wishes to 
reap the benefits of riverine location. It may 
be profitable for the latter to locate within 
the reach of high waters, but in so doing he 
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may induce an accompanying residential 
and commercial occupance which is not 
economically justified. A long period of edu- 
cation and negotiation may be necessary 
before public acceptance of the idea of 
keeping out of the way of floods is obtained 
in some areas. 

4. There is little legal precedent for 
utilizing the police power of the state in 
order to prevent or restrict uneconomic land 
use which does not affect channel capacity. 
The issue has not been raised clearly, and 
there is a natural reluctance to proceed 
without further definition of the authority 
resting with the states. 

5. The relation between costs and benefits 
of flood-plain location change with the 
economy of an area. In Cincinnati, for ex- 
ample, it once was essential to locate ware- 
houses on the river bank in order that they 
might be accessible to the river carriers. 
Now, the rail carriers have superseded water 
carriers in relative importance, and _ the 
need for concentration of warehouse facilities 
has shifted. These are questions with which 
the municipalities often are better able to 
deal than the state agencies. 


Needed Action 


None of these obstacles is insurmountable. 
Regulation of flood-plain use is practicable 
in many instances. It is cme of wide 
expansion. 

We may look forward confidently to a 
time when no new structures which restrict 
channel capacity will be built. We may hope 
for a time when only that new occupance 
which will reap benefits of flood-plain loca- 
tion substantially greater than the resulting 
flood damage will be permitted. 

State regulation of channel capacity is 
known to be practicable. As a simple and 
basic step toward furthering the most effec- 
tive use of flood plains and reducing flood 
losses it is deserving of trial in other states. 
The obstacles to efficient administration do 
not seem sufficiently large to warrant further 
delay in the consideration of legislation hav- 
ing the same objectives as the New Jersey 
and Washington statutes cited above. 

If the desirability of channel-capacity 
regulation has indeed been demonstrated, it 
would seem appropriate for the Congress in 
turn to consider means of promoting such 
action by the states. It has been suggested, 
for example, that a condition of federal par- 
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ticipation in flood control should be agree- 
ment by the states to enact legislation de- 
signed to control further encroachment.!® 
Legislation of that type would tend to pre- 
vent an increase in the already serious flood 


18 Resolution of the United States Flood Control 
Federation, April 9, 1937. 
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problems of the United States. It is needed 
urgently to halt the encroachment which 
may be expected to follow the protection 
afforded by the federal program for con- 
struction of flood-control reservoirs. 


GiLBert F, WHITE 
Washington, D. C. 


Extended Functions for Institutional Landowners 


NSTITUTIONAL landowners referred to 

here are credit institutions that have be- 
come owners of farm land taken in satisfac- 
tion of mortgage debt. This rules out all 
land held by charitable, correctional, and 
other fully tax-supported institutions of 
county, state, or nation. These institutions 
hold adjacent farm land mainly to enable 
inmates to share in growing products for 
direct use within the grounds, disregarding 
occasional surpluses for marketing. In ac- 
cordance with this purpose, there is little if 
any resort to outsiders to operate this land 
on a rental basis and seldom, if ever, any 
effort to sell to outsiders any of the land. 
Significant as these institutions are as per- 
manent operating landowners, they have no 
shares of stock available to investors, like 
mutual and other corporate institutions that 
have entered farm land ownership through 
making mortgage loans. Also they make no 
use of public funds to lend to farmer bor- 
rowers. Incorporated lenders, on the one 
hand, and private and mutual lenders partly 
or fully supplied with state or federal capi- 
tal, on the other, are the center of attention 
in the references that follow. 

Debt-acquired farm realty held by insti- 
tutional landowners during the peak year, 
1937, has been estimated for the country 
as a whole at $1,059,000,000 and for 1939 
at $1,019,000,000. The proportions held dur- 
ing the period 1937-39, by types of institu- 
tions, were as follows: life insurance com- 
panies, 70%; federal land banks and Federal 
Farm Mortgage Corporation, 14%; three 
state agencies (Rural Credit Board of South 
Dakota, Bank of North Dakota, and De- 
partment of Rural Credit of Minnesota), 
7%; joint stock land banks, 5%; and active 


1“Small Decline in Farm Real Estate Holdings of 
Leading Lending Agencies in 1938,” 2 Agricultural 
Finance Review 50 (November, 1939). 


insured commercial banks, 4%.! Although 
no attempt is made here to compare the 
volume of debt-acquired land held by insti- 
tutional lenders with that held by indi- 
viduals who became owners by first making 
mortgage loans upon farms, it is interesting 
to note that, for at least a decade prior to 
1921, over % of the loans recorded were by 
individuals but that from 1921 to 1932 only 
between 2/; and % and from 1933 to 1939 
probably only about 1%, on the average, were 
so recorded.? It is likely, of course, that some 
farm mortgage lenders recorded as individ- 
uals were to some extent representatives of 
commercial banking institutions. To what 
extent natural persons, by contrast with cor- 
porations, have taken over farm land in 
satisfaction of mortgage loans is beyond the 
direct purview of this treatment. Probably, 
however, results of an experimental policy 
involving only institutional owners, in the 
first instance, would be no less significant if 
obtained in like manner on land taken over by 
mortgagees of the non-corporate type, es- 
pecially where such mortgagees have the re- 
sources in brains and funds to undertake ac- 
tive programs in rebuilding farms. 

The thesis suggested here is that those 
taking over farm land in satisfaction of 
mortgage debt should be expected, where 
they have financial and managerial capaci- 
ties, to rebuild the properties acquired and 
that an adequate predetermined period of 
possibly as much as 6 to Io years should be 
allowed them to hold any particular farm or 
tract back from resale to natural persons un- 
til the rebuilding schedule for the farm or 
tract in question is well advanced. How to 
organize the social control mechanism to 
protect the public that might open up this 


2 Harold T. Lingard, “Lender Distribution of Farm 
Mortgage Recordings, 1910-39,” 3 Agricultural Finance 
Review 25 (May, 1940). 
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opportunity to qualified institutional owners 
becomes a problem for individual states. 

As an indication that prompt liquidation 
of debt-acquired farm properties has not al- 
ways been forced upon some institutional 
owners, consider some data recently made 
public. Twenty-six life insurance companies, 
whose holdings of farm properties seem to 
account for over 34 of all fife insurance hold- 
ings of that sort at the end of 1938, had held 
30% of their farm properties for over 5 

ears, 33% between 3 and § years, and 37% 
ess than 3 years.’ 

Apparently all commissioners of insurance 
and corresponding state officers have not de- 
manded of all institutional takers of farm 
properties that they sell these properties to 
natural persons within periods as short as 
two years. Conditions of the real estate mar- 
ket have warranted avoidance of routine 
time limits. Nevertheless the possibility that 
liquidation might be forced either as a result 
of home-office pressure or pressure by state 
officials has been present. Prompt, even com- 
paratively sudden, liquidation might at any 
time be invoked upon many acquired prop- 
erties. It is assumed here that arrangements 
might be perfected whereby farm rebuilding, 
now all too often of a merely superficial type 
emphasizing paint and a few obvious repairs 
to fences and buildings, might become an 
important function of the real estate depart- 
ments of institutional landowners. In fact, 
institutional landowners, which might other- 
wise be disposed to take over run-down prop- 
erties and give them a minimum dash of 
pores conditioning prior to sudden re- 
sale, might be placed upon probation as to 
their fitness to continue as lenders in some 
states after these states have demonstrated 
that they could provide these institutions 
opportunities for genuine rehabilitating ac- 
tivity. 

Farm landowning corporations‘ may be 
considered in three groups: (1) those that 
have permanent ownership of the same farm 
tracts, with or without corporate operation 
of them, as their main purpose; (2) those 
that have more or less permanent ownership 
of farm tracts as incidental or collateral to 


* Securities and Exchange Commission, Operating 
Results and Investments of Twenty-Six Largest Legal 
Reserve Life Insurance Companies in the United States, 
1929-1938, a statistical report submitted to the Tem- 
porary National Economic Committee in 1939. See also 
statement entitled “New Data on Farm Mortgages and 
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one or more other purposes; and (3) those 
that have temporary ownership of farm 
tracts as either a temporary or regular inci- 
dental or contingent function of the corpora- 
tion. Institutional owners of farm land be- 
long in the third group and the enlarged 
functions proposed for them are not designed 
to transfer them into either of the first two 
groups. Issues involved in giving a corpora- 
tion a permanent relation to any tract of 
farm land, even land raising canning crops 
and other products for a corporation spe- 
cializing in processing activities, are worthy 
of a treatment beyond the scope of this arti- 
cle. The veapenal here for extended func- 
tions for institutional landowners stops far 
short of converting these agencies into cor- 
porate landlords or direct operators holding 
permanent relation to any farm. By con- 
trast, the proposal is to provide for what 
might be called an “improvership” period 
within which the corporation can prepare for 
liquidation of any acquired farm property 
after rebuilding it. 


Social Control of Corporate 
Rebuilding of Farms 

The basic elements suggested for a meas- 
ure to control corporations owning or operat- 
ing farm real estate should include the fol- 
lowing: 

A. Ownership of any particular tract of 
farm land, with or without direct operation, 
should be confined to a maximum of 8 to Io 
years, under the most approved conditions. 

B. After not to exceed two years from the 
time when the control measure goes into ef- 
fect, the right of such a corporation to con- 
tinue in ownership of any particular tract of 
farm land beyond the third year following its 
acquisition of clear title should be limited to 
those companies and tracts which have met 
certain requirements. Certificates should 
bear witness to three sets of facts and should 
be acceptable to a state commission com- 
posed entirely of recognized specialists in 
agricultural science and practice. These 
should include the dean of the college of 
agriculture and director of the agricultural 
experiment station and extension service, or 


Farm Real Estate of Life Insurance Companies,” 3 
Agricultural Finance Review 34-5 (May, 1940). 

4 For many years reports of the U. S. Commissioner 
of Internal Revenue have shown about 8,000 farming 
corporations in the United States. Many of these have 
held a permanent relation to the same tracts of land. 
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someone designated by him or them, and not 
to exceed four others, whose grade of train- 
ing and experience should be equal to that 
of accredited farm managers and accredited 
rural appraisers in the American Society of 
Farm Managers and Rural Appraisers. 


1. Little severe deterioration in the soil should have 
occurred after acquisition by the company, so far as 
such deterioration may have resulted from preventable 
erosion or from plans that lacked proper emphasis 
on soil-building crops and on livestock. 

2. Plans for future rehabilitation or development of 
the land should have approval of the commission. 

3. There should be evidence that the farmstead 
occupied by the tenant family operating for the cor- 
poration has a degree of suitability. As compared with 
the average of the one-half better-equipped, tenant- 
operated farm properties having residences located in 
the same township, the building to be occupied as resi- 
dence shall be rated as equal or better. Points to be 
counted in this comparison should include: (a) amount 
of enclosed floor space; (b) security against storm and 
cold; (c) supply of drinking water for men and animals; 
(d) facilities for storing soft water for household uses; 
(e) facilities for sanitation and privacy; and (f) if within 
¥ mile of established electric and telephone wires, pro- 
visions for use of electric current in lighting and other 
ways, and for telephone service. Likewise, the buildings 
to be used for livestock and poultry should provide 
shelter for a number of work animals, cows, and other 
livestock equal to that found on the average of the 
one-half better-equipped farms under tenant operation 
in the same township. 


Relations between Farm-Rebuilding 
Corporations and Tenants 


In the relations between the institutional 
owner and the tenant the following funda- 
mental principles® should be applied: 

A. Leases should be so drawn in writing 
as to provide a careful consideration of the 
responsibilities of both tenant and corporate 
landlord. Corporations have sometimes dealt 
with their tenants through representatives 
who could be suspected, however properly or 
improperly, of having axes of their own to 
grind, possibly obtaininga percentage or other 
rake-off as a result of causing supplies to be 
purchased or products to be sold through 
channels of their selection, or possibly pre- 
suming to be able to obtain for a tenant a 
lease renewal or other concessions for a fee. 


5H. C. M. Case and Joseph Ackerman, “Our Farm 
Tenancy Problems” (mimeographed), University of 
Illinois College of Agriculture, May, 1938, and “Farm 
Leases for Illinois,” Circular 474, June, 1937 (reprinted 
January, 1938), emphasize all but points H and J, 
although the amplification under points A, B and I is 
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Under a developed plan the corporation 
should give assurance that, on request either 
of the tenant or any member of the state 
committee, its position relative to such mat- 
ters shall be submitted to the tenant in typed 
communications of which a carbon copy 
shall be filed with the state committee. 

B. Adequate provision should be made for 
soil conservation and improvement. Owners 
of liquidation farms can be expected easily 
enough to place emphasis on superficial im- 
provements. Serious question can be raised 
as to whether it has always been wise, even 
in the retrospective view of temporary own- 
ers of acquired farms, to neglect basic im- 
provements as much as has often been done. 
As realty-liquidation programs are replaced 
by rehabilitating programs, not only super- 
ficial but fundamental conservation and im- 
provement are sought. Liming may then be 
supplemented by more far-reaching use of 
soil amendments. Erosion control by con- 
struction of terraces and dams and by use, 
where economical, of strip farming and other 
practices may be given a place of larger im- 
portance. Like other landlords, corporate 
owners may need to take smaller shares of 
the product where tenants inaugurate some- 
what more costly methods of farming. More 
livestock and livestock products produced for 
market may be an item in soil conservation 
and improvement. 

C. At intervals of not to exceed two years 
the contributions of the landowner and ten- 
ant should be reexamined in the interest of 
equitable distribution of receipts and ex- 
penses. 

D. After a tenant has proved himself a 
good farmer, security of tenure should be 
evidenced by use of a lease which continues 
from year to year unless notice is given of its 
termination, such notice to be given six or 
eight months before the close of the lease 
year. 

E. Arbitration should be arranged in an- 
ticipation that differences may arise between 
the landlord and tenant, each side agreeing 
to choose members for a small committee or 
each naming someone to select such a com- 
mittee. 


not included in the publications cited. See also “Farm 
Tenancy in the United States, 1918-1936” (Bibliogra- 
phy 70, U. S. Bur. of Agric. Econ., June, 1937), es- 
pecially Leases and Leasing Systems and related index 
sections for a fairly complete listing of all federal and 
state publications on farm-lease contracts. 
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F. Farm leases that provide for payment 
of stated rents might carry provisions for 
shift to a sliding-scale basis in case of suffi- 
ciently marked changes in prices of farm 
products and variations in production re- 
sulting from conditions not under the ten- 
ant’s control. 

G. Agreement should be recorded by the 
landowner that, where lien is taken on the 
tenant’s property, it shall not exceed an 
agreed percentage of the gross value of prod- 
ucts of the current year. 

H. Farm leases of whatever form should 
provide that agreed percentages of rents 
paid, or agreed percentages of rents paid 
above a specified amount per acre, should be 
applicable as credit toward the purchase 
price if a farm is acquired from the landlord. 

I. Lease-end, landlord-tenant settlements 
of more than ordinary completeness should 
be made when any tenant ceases to be in 
tenant relation to any tract held by a cor- 
poration on a rehabilitating basis. Compen- 
sation to tenants for unexhausted improve- 
ments and disturbance and to the owning 
corporation for deterioration for which the 
tenant is responsible should be established 
on simplified lines consistent with British 
experience but with full adaptation to Amer- 
ican conditions. Compensation at rates in ex- 
cess of the minimum required under what- 
ever statutory enactment might be made 
should be permissible with the approval of 
the official state committee, but no permis- 
sion should be given to contract out from 
under the law or regulations connected with 
it. Cooperation with any county or other 
landlord-tenant commission established is to 
be assumed.® 

J. In reverse order of operation, tenants 
of a tract acquired by a corporation after 
passage of the measure and subsequently 
offered for sale should be offered refusal op- 
portunity to purchase such land. The terms 
of transfer should be no less favorable than 
those on which the company can prove it has 
opportunity to sell, except that, to allow for 
extra expense of negotiation, possibly 1/; of 
1% might be added to the sd sa price if a 
former tenant elects to take the place of an 
imminent purchaser. Sale of such land to a 
person other than the latest or the next to 
the latest tenant should be validated by fil- 
ing with the state commission certificates 


6 For a proposal for county landlord-tenant com- 
missions, see H. W. Hannah and Joseph Ackerman, 
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evidencing that acquisition was refused by 
said latest and next to latest tenants or that 
advertising in county newspapers during a 
previous period of two weeks had brought no 
inquiry from said tenants. A tenant not in 
farm operation for two or more years may be 
excluded from the benefits of this arrange- 
ment if the vendor so prefers, but the widow 
of a deceased tenant, if mature sons or sons- 
in-law plan to join her in further active par- 
ticipation in farming operations, should have 
the same rights as the tenant would have, if 
living. 


Why Suppose Suggested System 
Worth Attention? 


The above summary of possible features 
in a control measure, tentative as it is, calls 
for certain comments: 

The movement toward security, old-age 
provisions, etc., is tending to multiply the 
volume of accumulations seeking invest- 
ment, and can be expected to increase the 
interest of insurance officials, at least those 
outside government agencies, in farm land 
ownership on a rehabilitation-turnover or 
other basis as a supplement to farm real 
estate lending. 

The resources of some creditor agencies 
are such that they can support the financial 
requirements for promptly initiated and vig- 
orously prosecuted programs for stopping 
soil depletion on acquired tracts, for wise 
land use, application of purchased fertilizers, 
repair and construction of needed buildings, 
terraces, fences, etc. 

The contacts of and resources available to 
officials of such companies are, or easily can 
become, such that they can maintain a staff 
of representatives informed by training and 
experience in sound methods of agricultural 
science and practice, and fitted to interpret 
to the home office the sound needs for prac- 
tical tenant operation. 

Important services could be rendered to 
agricultural production by such companies, 
operating under controlled conditions, by 
taking advantage of opportunity for succes- 
sive rehabilitating activities on many tracts 
of land. 

The presence of tracts on which large cor- 
porations might be practicing approved re- 
vamping activities would be helpful in show- 
ing concretely to owners of other rented 


“Legal Aspects of Farm Tenancy in Illinois,” Ill. Ag. 
Exper. Sta., Bulletin 465 (April, 1940), p. 267. 
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farms, and to operating owners as well, what 
can be accomplished by consistent efforts to- 
ward farm restitution and improvement. 

In the absence of a licensing plan a trend 
toward institutional ownership may be re- 
garded as a trend toward permanent owner- 
ship of individual. farms by corporations 
This may lead to hostility to corporate land 
ownership. 

Provision for landlord-tenant compensa- 
tion, made specific for corporate-owned ten- 
ant land, could be drafted with an eye to 
possible use on farm land belonging to non- 
corporate owners as well.. This might apply 
to non-corporate owners who are non-resi- 
dents of the state and to residents of the 
same state where the percentage of rents 

lowed back into improvement of land and 
fillings in the preceding three years or 
more has reached too mal a figure. 


Tax Influence on Corporation 
Activity in Agriculture 


The suggestion offered here that a turn- 
over type of farm-realty development be 
given a larger place in the functions of cor- 
porations raises questions as to which cor- 
porations might be expected to find such 
activity profitable. 

Taxes on corporate incomes would not rule 
against federal land banks and state lending 
agencies engaging in rehabilitating programs, 
but bank officers are more likely to prefer to 
reduce their holdings rather than to launch 
on a long-time program of investment in 
farms. The temptation for any unwilling 
owner to get rid of the most inferior of the 
farms taken in satisfaction of debt is a strong 
one, and this does not always produce large 
amounts of resources for developmental pro- 
grams on superior holdings. Having used as 
much federal treasury money as they have in 
building their capital structure, it is not 
likely that federal land banks, for example, 
will feel free to tie up capital in longer-time 
real estate ownership. 

Among non-governmental corporations it 
is likely that real estate developmental pro- 
grams for sale to farm-family purchasers will 
not make equal appeal. Some corporations 
organized primarily for agricultural purposes 
have found it possible to keep going even 
against a corporate net income tax rate as 
high as 1234%. These corporations are 
mostly in lines of production where large- 
scale investment is necessary, as, for ex- 
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ample, in intensive fruit, vegetable, and seed 
production, in large-scale ranch and other 
types of production, including: rice, sugar, 
etc. In horticulture and in certain types of 
other capital-intensive farming, the aggre- 
gating of large amounts of capital for basic 
specialized purposes, including planting of 
trees, application of fertilizers and sprays, 
construction of sorting, packing, and pre- 
cooling facilities, and the use of high-grade 
specialists and managers, naturally point to- 
ward corporate ownership and operation. 
Considering the whole of American agricul- 
ture, however, it is not to be wondered at 
that corporate operation has been generally 
unsuccessful and corporate ownership has 
been often brought to dissolution. In many 
non-agricultural fields as, for example, in 
public utilities, corporations are almost in- 
dispensable. The assistance that limited lia- 
bility gives to corporations in raising funds 
is often very great. In most agricultural 
communities, however, individual families 
have diversified resources for keeping up the 
struggle to hold a home farm and can com- 
mand more loan capital on the same real es- 
tate security and, if no more deeply indebted 
than a corporation, can hold on longer 
against a period of low returns than can a 
main-purpose agricultural corporation try- 
ing to deal permanently with the same land. 
Not the least of the factors in giving the edge 
to family farms against main-purpose agri- 
cultural corporations is the fact that each 
family head has an income tax exemption, 
whereas the corporate form of organization 
pours all its income through a single funnel, 
where, in years when there is taxable in- 
come, the flat 1214-18% levy applies with 
no exemptions analogous to those of heads 
of families. 

At this point the position of insurance 
companies as payers of income taxes differ- 
entiates them from corporations deriving 
and disbursing funds in ordinary purchases 
and sales of agricultural and other commodi- 
ties. Insurance companies have a trustee 
function for policyholders. Many are organ- 
ized as mutuals. In actual practice, the gross 
investment income of life insurance com- 
panies is subject to so much deduction that 
net incomes <— to corporate income tax 
levies are small. Taxes on real estate are 
payable by federal land banks, insurance 
companies, and all corporate holders except 
governments themselves, but taxes on cor- 
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porate income from farm-realty investment 
are assessed only on non-government cor- 
porations having such income. The fact that 
the tax load per thousand dollars of gross 
investment income received by insurance 
companies, whether from farm realty or 
other sources, is lower than that to which 
other non-government corporations are sub- 
ject, enables insurance companies to under- 
take farm real estate activities that would be 
less likely to pay out, if undertaken by other 
non-government corporations. 

Although certain corporations not organ- 
ized primarily for agricultural real estate 
ventures may carry on certain developmen- 
tal programs more successfully than corpora- 
tions organized primarily for agricultural 
purposes, it is not to be assumed that federal 
and state taxes on the more strictly agricul- 
tural corporations have been too high or too 
low. Even if a decade of successful farm real 
estate rehabilitation by insurance companies 
were to demonstrate that such programs 
were good for agriculture as well as for poli- 
cyholders, the question whether agricultural 
corporations and other corporations, if fol- 
lowing farm-realty rehabilitation programs, 
should have their federal income taxes and 
other taxes reduced would remain in about 
the same position as it has been. It seems un- 
wise to give special tax reductions to purely 
agricultural or other corporations on income 
from farm land in process of rehabilitation 
pending transfer back to farm families. Such 
tax reduction for temporary and special serv- 
ice to successive farms might seem to be an 
opening wedge to permanent ownership and 
operation of the same land, with damaging 
siocts to the family-farm system. Certainly 
only those corporations should be permitted 
to own and operate farm land that can do so 
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and still pay the same rates of taxes as they 
would have to pay onincome from other types 
of investment. Although this may hold cor- 
porations to a narrow scope when it comes 
to permanent association with any stated 
acreages of farm land, unreduced taxes on 
permanent corporate ownership and opera- 
tion of farm land seem to be clearly in the 
fiscal interest of the public treasury and 
socio-economic interest of agriculture. 

To permit institutional landowners to put 
through reconstruction programs for ac- 
quired farms which they might otherwise 
regard as merely liquidation farms lacks 
much of compelling these owners to continue 
ownership. There must be confidence on the 
part of company officials that reconstruction 
of farms would pay, before these companies 
would try to qualify as licensed temporary 
landlords. Education would be necessary be- 
fore some of the more conservative company 
officials would be ready to venture upon 
long-time plans for rebuilding farms for prof- 
itable sale to private farming families. It 
merely seems that a state prepared to grant 
the privilege to institutional landowners to 
build up farms under license before they sell 
them might find at least a few companies 
ready to take a chance. The instinct of work- 
manship is strong in the leadership of some 
of these companies, and for all connected 
with such companies to be able to point to a 
series of farms that were given a new lease 
on economic life as a result of the company 
program might seem to be worth the hazard, 
especially where the extent of the hazard has 
already been at least roughly measured in 
recent company experience. 


Cuar.es L. STEWART 
University of Illinois 
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Indexes of Construction Cost for Public Utility Industries 


CCASIONALLY in rate cases index 
numbers of prices or construction cost 
have received consideration, a common pur- 
ose being simplification of valuation work.! 
in distinguishing the several kinds of such 
indexes, the following may be listed: (A) 
general price indexes of which there are 
many familiar ones; (B) general construction 
cost (price) indexes which have such special 
purposes as those being described in this 
article and which give a measure, for in- 
stance, of average construction cost of a kind 
of property or of a number of plants in an in- 
dustry; (C) a construction-cost index for a 
petanay plant or firm, a matter with which 
have dealt elsewhere;? and (D) indexes of 
cost of a particular kind of property of a 
ag company, these being indexes that 
ave been used often in appraisal work. 

In the Chesapeake & Potomac Telephone 
Company case* the Supreme Court refused 
to ee use of a conglomerate of index 
numbers, a composite of Types A and B 
and predominantly the former, as a means 
of determining the fair value of the property. 
General price indexes certainly have no 
ie place in the making of ap- 
praisals of public utility property even 
though several commissions seem to have 
used them for this purpose.‘ But the Type C 
index may conceivably be constructed, if 
arbitrary weighting that irritated the Su- 
preme Court is avoided, so that it receives 
judicial approval.’ The last type of index 
is in common use by both commissions and 
companies for the purpose of appraising 
kinds of property, the index of one com- 
pany’s property being used when data are 
insufficient to appraise the same kind of 
property of other companies. 

The other indexes, those for construction 
cost of public utility industries, are the 


1 West 0. Chesapeake & Potomac Tel. Co., 295 U. S. 
662 (1935). The Supreme Court encountered a similar 
procedure in Ohio Bell Tel. Co. 0. Pub. Util. Com. of 
Ohio, 57 Sup. Ct. Rep. 724 (1937). See also Re Southern 
Bell Tel. & Tel. Co. (S.C.), P.U.R. 1933 B 181; Re 
Conowingo Power Co. (Md.), 10 P.U.R. (N.S.) 353 
{sg 5); Re Broad River Power Co. (S.C.), P.U.R. 1933 

351. : 


principal subject of this paper. Even though 
the Supreme Court has not definitely dis- 
cussed their use in valuation work, it is 
doubtful that they may be looked upon as 
suitable substitutes for property appraisals. 
Still, in fixing the limits of their use and 
despite crudities in the preparation of most 
or all of them, they may be of assistance in 
some phases of rate or earnings control. 
They may be, for instance, of at least minor 
significance in determining where rate in- 
vestigations may be best undertaken or 
something about probable future property 
values. 


Possible Uses of the Indexes 


A well prepared construction-cost index 
for the property of a public utility industry 
may be used to obtain a first approximation 
of the reproduction cost of a particular plant 
or firm in the industry. In fact, two of the 
firms which prepare index numbers observe 
that no wide variation exists between the 
results of actual reproduction-cost studies 
and valuations computed with their general 
indexes. Consequently these index numbers 
could be a basis for questioning notable dis- 
parity in reproduction cost valuations of a 
company’s property. With allowance for ex- 
pansion or contraction of the plant, they 
might help to throw greater burden of proof 
on the company or its engineering firm to 
justify the avowed valuation. 

These index numbers also might constitute 
a part of the scant information upon which 
commissions are apparently expected to 
estimate “future” trends of property values. 
The Supreme Court has said that “... it 
would not only be unfair but impracticable 
to adjust the value to sudden fluctuations in 
the price level’’® and that “... an honest 


2 C. E. Troxel, “Determination of Reproduction Cost 
with Index Numbers,” 53 Quarterly Fournal of Eco- 
nomics 105-19 (Nov., 1938). 

3 Op. cit., supra n. 1. 

4Cf. Re Coast Gas Co. (N.J.), P.U.R. 1923 A 349; 
Re Southern Bell Tel. &8 Tel. Co. (N.C.), 7 P.U.R. (N.S.) 
21 (1934). 

5 Cf. Troxel, op. cit. 

6 West v. Chesapeake &F Potomac Tel Co., supra n. 1. 
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and intelligent forecast of probable future 
values, made upon a view i all the revelant 
circumstances”? is necessary. Perhaps such 
index numbers offer better data for this pur- 
pose than do the 2-, 3- or 5-year averages of 
past prices used by some commissions. They 
would provide a broader, weighted base for 
projecting such trends than would simple, 
unweighted averages of prices. At least they 
add to the available information according 
to which guesses about future reproduction- 
cost sums may be made. In no case, however, 
is there a basis for contending that either 
index numbers of past construction cost or 
averages of past prices provide an incon- 
testable means of forecasting future repro- 
duction cost or fair value. At best the task 
is a speculative and elusive one. 
Furthermore, these index numbers may 
provide a rough guide as to where rate in- 
vestigations are most needed. It may be pre- 
sumed here that original cost data for each 
company’s property may be obtained. But, 
aside from making appraisals, there may be 
no reproduction-cost data. Consequently, 
reproduction-cost indexes for an entire 
utility industry would afford a crude meas- 
ure of reproduction cost for each company’s 
property when there is some knowledge as 
to the times of property installations. Per- 
haps with these data of actual original cost 
and approximated reproduction cost, it 
could oe decided, for example, whether 
Company A ought to be investigated before 
Company B or C. It would be a possible 
means of increasing the efficiency in use of 
the insufficient funds of regulatory bodies. 
Finally, partly or wholly outside the regu- 
latory sphere, such index numbers offer some 
general information about past investment 
conditions in the utility industries. They 
provide some indications about past changes 
in replacement cost, even piecemeal replace- 
ment. They reveal roughly the times when 
expenditures on plant replacement or ex- 
pansion have been most or least expensive. 


Description of the Indexes 


The 15 indexes presented in Table I in- 
clude most of the known, regularly main- 
tained index numbers of public utility con- 
struction cost. Five of them are prepared by 
C. F. Lambert, and his are the only ones re- 


7 Los Angeles Gas & Elec. Corp. v. R.R. Com. of Cal., 
289 U. S. 287 (1933). 


lating to the water and street railway in- 
dustries. The only indexes for gas and elec- 
tric properties rivaling those of Lambert are 
the tar indexes. Although publication 
of the Richey index for construction cost of 
electric plants has been stopped, it is in- 
cluded because it may continue to be intro- 
duced into valuation controversies by the 
engineers who compute it. Indexes of the 
Interstate Commerce Commission for tele- 
phone and telegraph and manufactured gas 
property of railroad companies seem to be 
the least useful of the ones that have been 
assembled; they are presented here for want 
of any other index of telephone property 
cost and for comparison with other gas 
property indexes. Other ICC indexes, even 
those for parts of electric plants, seem to be 
more promising of usefulness. The general 
construction-cost index of the Engineering 
News-Record is presented because (1) it has 
been mentioned in several valuation con- 
troversies® and (2) it may have some worth 
for the purpose of comparison with the more 
distinctly public utility indexes. 

This is scarcely the place for entering upon 
an exposition of the details of how index 
numbers should be constructed. But a word 
or two about the relation of the use of a 
construction-cost index for an industry to 
the method of its preparation may be per- 
tinent. Disregarding the legal requisites of 
public utility property valuations, the pref- 
erable index of construction cost alone 
would take account of changes in construc- 
tion methods, new kinds of equipment, pro- 
ductivity of labor, use of materials, profits 
of contractors, as well as changes in prices of 
materials and labor. Such an index would 
measure replacement cost without regard to 
the conditions surrounding past construc- 
tion work. But this sort of index-number 
computation would be antagonistic—except 
for the chance of occasional approval of 
a Type C index—to the requirements of the 
Supreme Court for measurement of repro- 
duction cost. If the thoughts of the Supreme 
Court are to be the matrix of the index, ac- 
count ought to be taken merely of the 
changes in the prices of materials and labor. 
But most of these available indexes do not 
seem to have been prepared strictly in accord 
with the Supreme Court's views. 


8 Cf. Re Broad River Pr. Co., supra n. 1; Dept. of Pub. 
Wks. of Wash. 0. Wash. Water Pr. Co., 4 P.U.R. (N.S.) 
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Before giving a description of each maker’s 
indexes, a few common characteristics of the 
indexes will be listed. First, it is not always 
possible to get a clear account of the pro- 
cedure of index-number calculation. Pos- 
sibly some of the lack of clarity is ascrib- 
able to the fact that engineers, who are more 
familiar with valuation than statistical work, 
prepare most of the indexes. Apparently all 
the indexes are weighted with some sort of 
valuation studies, the ICC indexes probabl 
being most inclusive in this respect, and all 
of them probably contain a number of ap- 
proximations of price data. Some indexes 
take account of technological changes in 
equipment and construction methods, but 
nothing is known of the process by which 
this is done. No mention is made anywhere 
of consideration for changes in such factors 
as productivity of labor and contractors’ 
profits. According to available knowledge, 
going value, the value of other intangibles, 
and changes in land prices are disregarded in 
the calculation of all the indexes. 

Lambert Indexes. Since 1925 these indexes 
have been prepared by Mr. C. F. Lambert, 
utility engineer of Miami, Florida. Prices of 
property items are obtained from quotations, 
bids, and governmental sources. Wage rates 
are obtained from the union scale in “about 
ten different cities,” exclusive of Chicago and 
New York. The plants on which the indexes 
are based are geographically scattered, and 
some are appraised whereas others are de- 


9 These indexes are published annually in Engineering 
News-Record, ‘Construction Costs,” McGraw-Hill. 
They are reported relative to both 1913 and 1926 as 
base years. The general composition of these indexes is 
as follows: electric, 25 plants, 84 items; manufactured 
gas, 25 plants, 63 items; natural gas, 15 systems, 58 
items; waterworks, 25 systems, 68 items; street rail- 
ways, 10 systems, 82 items. With the exception of 
street railways these data are classified into five groups: 
land, buildings, equipment, distribution, and miscel- 
laneous. Because the value of land is believed to be 
“entirely a local condition,” the index of land value 
has been kept constant. In connection with computa- 
tion of the index of each year’s “representative” plant— 
Lambert sometimes speaks, however, of an “‘average” 
plant—additions have been made from time to time to 
the number of plants in the sample. Because of the 
lack of homogeneity in the indexes, he recognizes that 
the index of one year cannot be compared, particularly 
for price changes, with the indexes of other years. 
(From correspondence with Mr. Lambert, and W. J. 
Graham, Public Utility Valuation (Chicago: University 
of Chicago Press, 1934).) 

10 Indexes (published annually in “Construction 


signed. The indexes are the weighted-rela- 
tive type, and the weighting, though there 
is no clear statement of the procedure, is 
apparently done according to the propor- 
tionate cost of items of property. But the 
weights are always changing, for Lambert, 
in order to take account of physical changes 
in plant construction, determines each year 
the value of a “representative” plant. Little 
more is known of this process other than that 
by estimating the cost of such representative 

ants in the base years, annual index num- 
fae of construction cost are obtained.® 

Handy Indexes. Although Lambert seems 
willing “to tell all,” the firm of Whitman, 
Requardt and Smith, Baltimore engineers 
who have been continuing the work that 
was started by William Handy, are unwilling 
to divulge detailed information about the 
formation of their indexes. These indexes 
are prepared for five geographic divisions 
of the country, and for public utility build- 
ings as well as gas and electric plants. Since 
there is a total of only 80 “items” in all the 
indexes for any district, some of the “ele- 
ments” of a plant may not be represented in 
the indexes. Moreover, adequate price data 
may not always be available. The price rela- 
tives are weighted according to the propor- 
tionate cost of the property with which 
price series is associated, and apparently the 
cost data for such weighting are derived 
largely from the valuation work of the engi- 
neering firm.!° 


Costs,” op. cit.) are prepared for: (a) public utility 
buildings (13 items, 1910-14=100)—reinforced con- 
crete and brick; (b) gas plants (17 items, 1911 = 100)— 
total construction and equipment as well as mechanical 
equipment exclusive of gas holders; and (c) electric 
plants (50 items, 1911 =100)—total construction, elec- 
tric plant (steam), and substation equipment in each of 
the following regions: Atlantic Seaboard, North Cen- 
tral, South Central, Plateau, and Pacific. Prices of basic 
materials are obtained from the Engineering News- 
Record, Iron Age, and “other sources,” these data 
being checked sometimes against “prices actually paid.” 
Labor-cost data are obtained principally from the 
U. S. Department of Labor and the National Associa- 
tion of Builders Exchanges. Prices of plant equipment 
are obtained from “nationally known” manufacturers. 
When the indexes were first prepared in 1923, Mr. 
Handy gave some of the weights of the prices and 
stated that the indexes excluded land, working capital, 
and intangibles (81 Electrical World 859 (April 14, 
1923) and 52 Gas Age-Record 451 (October 13, 1923)). 
But there seems to be no information on recent changes 
in the weights, attention to technological changes, or 
changes in price data. 
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Richey Index. Mr. F. S. Haberly, appraisal 
engineer and successor to Albert S. Richey, 
does not wish to give “the exact make-up 
of this index.” This index is based on ap- 
praisals aggregating about $500,000,000, 
from which 400 separate price relatives, then 
composite indexes according to accounts, 
and finally a “master” index (the one in 
Table I) are obtained. The weighting pro- 
cedure is not explained. Because unexplained 
adjustments are made for improvements in 
methods of construction and efficiency of 
construction equipment, it is possible that 
the weights are changed from time to 
time.1! 

ICC Indexes. The Bureau of Valuation of 
the ICC prepares construction-cost indexes 
for each of the investment accounts of steam 
railways, for railroads in each of eight re- 
gions, and for several types of railroad rolling 
stock. But indexes are not maintained for 
each railroad. Price data are obtained chiefly 
from carriers’ experience and manufac- 
turers. Major construction contracts cover- 
ing a 30-year period as well as joint studies of 
the ICC and the President’s Conference 
Committee are important sources of infor- 


11 For the purpose of computing a monthly index 
“a formula was worked out which now has approxi- 
mately six elements, and gave a synthetic index which 
showed close correlation with the master index each 
year.” “Elements” were selected for which monthly 
prices could be obtained. In this formula an unexplained 
“factor” was used for adjusting a composite trend of 
material and labor costs “‘to that of highly processed 
machinery.” This formula and the indexes were revised 
in 1932 when “actual” construction costs after 1929 
did not conform to the index; the discrepancy was at- 
tributed to the weighting process and adjustments of 
data. The published portion of the new series (1913 
=100) is presented in Table I. (From correspondence 
with Mr. Haberly, and “Richey Index of Construction 
Costs,” 101 Electrical World 105 (January 21, 1933).) 

12 These indexes are published annually in “‘Construc- 
tion Costs,” op. cit. Each of the indexes (1910-14 = 100) 
for power-plant machinery, manufactured-gas plants 
(principally gas-producing plants in railroad terminals), 
and railroad’s telegraph and telephone equipment is 
for a single investment account, whereas the index for 
all railroads applies to investment accounts 1-46 in- 
clusive. Neither the gas-plant nor telephone and tele- 
graph indexes, however, bear more than a general rela- 
tion to construction cost of gas or telephone companies’ 
property. The ICC also has prepared indexes for these 
accounts: power-plant buildings, power-substation 
buildings, power-substation equipment, power-trans- 
mission systems, power-distribution systems, power- 
line poles and fixtures, and underground conduits. But 
in these indexes there may be a large measure of ap- 
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mation. Indexes for each account are 
weighted by the “relationship in dollars of 
each individual account to the total of ac- 
counts” (exclusive of land), and base values 
“were arrived at by taking 1910-14 dollars 
from the basic engineering reports [under the 
Valuation Act] with varying dates of valua- 
tion from 1914 to 1921.” The weighted- 
relative method with an arithmetic mean of 
the relatives is used to obtain the composite 
indexes. The weights are changed appar- 
ently from time to time to show retirements 
from and additions to investment accounts. 
And some allowances are made for tech- 
nological changes, e.g., the prices for ex- 
cavating equipment “reflect power equip- 
ment with much greater capacity” in com- 
pwn with the slips and wheelers in use 

efore 1915.! 

Engineering News-Record Index. This in- 
dex of general construction cost, which is 
principally of comparative worth here, is 
the common aggregative type, and it is 
weighted according to the relative impor- 
tance of its four components—steel, lumber, 
cement, and labor.’* Monthly figures, both 
1913 and 1926 being used as base years, are 


proximation, because the same index numbers are re- 
ported for power-plant machinery as for substation 
equipment. (From correspondence with Mr. E. I. 
Lewis, Director of Bureau of Valuation, Interstate 
Commerce Commission; Bureau of Valuation of ICC, 
Railroad Construction Indexes, July 1, 1936.) 

18 It is reported annually in “Construction Costs,” 
op. cit. and monthly in Engineering News-Record and 
Survey of Current Business. To provide a means of com- 
puting weights the following were placed on a dollar- 
value basis, chiefly in 1913—average prices: steel out- 
put in 1913, 1916, and 1919; average production of 
lumber and cement, 1913-16; and the number of com- 
mon laborers according to the 1910 Census. Conse- 
quently, for the purpose of allocating a one-hundred- 
dollar expenditure in 1913, the following were selected 
as weights: 2,500 pounds of structural steel, 6 barrels 
of cement, 600 feet (b.m.) of pine lumber, and 200 man 
hours. The base price of structural steel at Pittsburgh 
and the Chicago price for cement (exclusive of dealers’ 
discount) are the prices used. Until 1935 the New 
York price for long-leaf yellow-pine lumber was used, 
and since 1935 the average price in 20 cities for carload 
lots of 24 S4S pine and fir lumber has been used; now 
the weight given lumber is 1088 feet (b.m.). The Engi- 
neering News-Record compiles its own wage-rate from 
the data of its own reporters. Before 1937 a 20-city 
average rate of common labor was used, and now a 
similar average of skilled labor rates, being considered 
“more representative of building cost movement,” is 
used; the weight for labor has been changed to 68.38 
hours. 
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available after 1914 and annual averages are 
available from 1903-14. 


Some Observations 


For the construction cost indexes in 
Table I—rough measures of the changes 
during the past 25 years in the reproduction 
cost of public utility property—the ap- 
proximate decline between 1929 and 1932 
was 10% to 20%. The Engineering News- 
Record index of general construction cost de- 
clined more between these years than any 
other index given in the table. Otherwise, 
excluding the inadequate ICC indexes of 
gas and telephone property, the greatest de- 
crease is shown by the ICC indexes for rail- 
roads and power-plant machinery and by 
Lambert’s indexes of electric, manufactured 
gas, and street-railway plants. The re- 
mainder of the indexes generally decreased 
about 10% or less in these years, the Handy 
indexes usually showing less downward re- 
siliency than those of any other maker. 

Many of these indexes were higher in 1937 
and 1938 than they were in 1929, thereby 
revealing statistical support for the common 
view that prices of very durable goods do 
not follow the course of national income or 
general prices. In fact, several of them had 
risen in 1938 to, or almost to, their high 1920 
levels. Again the Engineering News-Record 
index changed most, rising from 75.4 in 1932 
to 113.3 in 1938. Generally the Lambert and 
Handy indexes rose from 20% to 25% above 
their lowest depression figures, the excep- 
tions being the Lambert indexes for natural 
gas and street-railway plants. A notable con- 
trast to these sizable increases is the modest 
rise of the ICC index for railroads from 76.5 
in 1933 to only 85.5 in 1937; this index is 
still a long way from its high of 128.9 in 1920. 

As one might expect for indexes not having 
been constructed in the same manner and 
not using like data, there is often a consider- 
able disparity among these 15 indexes. The 
most obvious common feature of them in the 
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years before 1929 is that they were usually 
at their high point in 1920 and all of them 
declined in 1922. Otherwise the results are 
erratic. Some were falling when others were 
rising. From 1923 to 1924 the Lambert index 
for electric plants declined but the Handy 
and Richey indexes for such plants in- 
creased, the Handy index showing an in- 
crease of 6.6%. For the same years the 
Handy indexes of electric-plant parts show 
an extraordinary increase. From 1924 to 
1929 only small disparities appeared in the 
indexes and none 4 them changed greatly; 
there was a 5 to 10% decrease in railroad, 
water, and street-railway indexes and, by 
contrast, other indexes showed slight in- 
creases. 

Only in the case of the Lambert and 
Handy indexes is there a chance for a com- 
parison according to kinds of plants. Previ- 
ous observations as well as further inquiry 
seem to reveal, I believe, that the Handy 
indexes are more erratic than Lambert’s. 
It has already been noted that there was a 
greater decline during the depression and 
greater steadiness during the twenties for 
the Lambert index for electric plants as 
compared with the Handy index. Despite 
these differences as well as the Handy 
electric-plant index since 1926, the differ- 
ence, especially when account is taken of the 
possible uses of such indexes, is not dis- 
turbingly large. (Excluding the years 1921 
and 1922 the Lambert and Richey indexes 
for electric plants were remarkably similar 
until publication of the latter was discon- 
tinued.) Though the movement of the 
Handy and Lambert indexes for manu- 
factured gas plants sometimes diverged 
greatly before 1924—illustrating, perhaps, 
even greater inadequacies of such indexes 
in earlier than in recent years—these in- 
dexes are nearly the same for the last 15 
years. 

C. Emery TRoxeEL 
Wayne University 


Rate-Making by Interim Order 


public bodies have frequently criticized the 
existing methods of rate-making. Out of this 
dissatisfaction, crystallized by the static con- 
dition of rates from 1930-33 while prices of 
other services and commodities were drop- 


ECAUSE the conditions imposed on pub- 
lic service commissions by courts have 
made rate regulation a long drawn out pro- 
cess extending in many instances over five or 
more years, various writers, consumers, and 
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ping, arose the temporary-rate-order stat- 
utes.! Generally speaking, these acts provide 
for a temporary rate based on a return of 5% 
on book cost, less depreciation, with certain 
provisions for recoupment by the utility if, 
after final determination of the issues, the 
regulatory body finds that the rate it had 
fixed under the temporary order was too low. 
The procedure under these statutes would 
consist of evidence by the regulatory body 
based on the company’s books, sufficient to 
make out a prima facie case; the company 
would then be allowed to cross-examine and 
offer evidence to rebut this testimony; then 
the commission would have an opportunity 
for rebuttal. In these cases only a few, if any, 
facts are in dispute and a temporary order 
can be issued a relatively short time after 
commencement of the hearings. 

A recent opinion and order of the Federal 
Power Commission disclose another method 
for modifying rates prior to final determina- 
tion of the case. In that proceeding the com- 
pany presented its entire case, then the 
commission introduced its evidence on rate of 
return, each party cross-examined the others’ 
witnesses on this one issue, and there was re- 
buttal evidence by the company on this issue. 
Thereafter, pursuant to a motion filed, oral 
arguments, etc., the commission issued its 
“interim” order effecting a substantial reduc- 
tion in rates pending final outcome of the 
case. We shall review this opinion and order.” 

Procedure. In September, 1938, shortly 
after Congress enacted the Natural Gas Act,? 
the Illinois Commerce Commission filed a 
petition with the Federal Power Commission 
alleging that the rates charged by the Natu- 
ral Gas Pipeline Company of America, here- 
inafter referred to as the company,! were 
unjust and unreasonable, asking that the 
company be required to show cause why 


1 Shortly after the world war it became necessary to 
grant temporary rate increases; this was accomplished 
under the general provisions of the public utility acts of 
the various states; several attempts to reduce rates by 
summary methods under these acts were unsuccessful. 
This gave rise to the temporary rate-order statutes. For 
an excellent discussion of temporary rate statutes see 
“Note,” 87 U. of Pa. Law Rev. 456 (1939). See also 
R. W. Harbeson, “The Supreme Court and Temporary 
Rate Orders,” 15 Yournal of Land & Public Utility 
Economics 287 (1939). 

2 Ill. Commerce Com. v. Natural Gas Pipeline Co. of 
America, et al., FPC Memorandum Opinion No. 49 and 
Order July 23, 1940 in consolidated Dockets No. G-109 
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rates for natural gas sold by it in Illinois 
should not be reduced and that an order be 
entered fixing reasonable rates for the sale of 
natural gas at wholesale to certain distribut- 
ing companies subject to the jurisdiction of 
the Illinois Commerce Commission.’ About 
the same time the FPC, on its own motion, 
ordered an investigation of the rates in- 
volved. Thereafter the complaint and inves- 
tigation cases were consolidated for purposes 
of hearing. Under the procedure adopted by 
the FPC, the company was required to pre- 
sent its case first; its evidence which covered 
nearly 6,000 pages of testimony was given by 
57 witnesses who also submitted 135 ex- 
hibits; hearings were held from May 8, 1939 
to October 6, 1939 at which date the com- 
pany stated that it had concluded its direct 
testimony. Shortly thereafter company wit- 
nesses who testified on rate of return were 
cross-examined. Then the state and federal 
commissions each presented testimony on 
rate of return. Thereafter on November 9, 
1939 the counsel for both commissions sub- 
mitted a written motion asking for an “‘in- 
terim” order reducing the rates of the 
company. A few weeks later the witnesses 
who testified for the commissions on rate of 
return were cross-examined; then the com- 
pany presented its redirect and rebuttal testi- 
mony on the same issue. 

In December, 1939, oral arguments on the 
motion for an interim order were heard by 
the FPC and briefs were filed by all parties. 
The entire record then consisted of 10,000 
pages of testimony and over 200 exhibits. 

The motion for an interim order alleges 
that the evidence then before the commission 
clearly established that the present rates of 
the company are unjust and unreasonable 
and that an immediate order should be en- 
tered fixing just and reasonable rates. 

Counsel for the FPC asked that for the 


and G-112. The company will no doubt file a petition 
for rehearing; this may result in a modification of the 
commission’s order. 

3 See “The Federal Natural Gas Act,” 14 Journal of 
Land & Public Utility Economics 466-8 (November, 


1938). 


4 Two corporations, Natural Gas Pipeline Company 
of America and Texoma Natural Gas Company are in- 
volved in this proceeding but they have been treated 
as one company and will be so considered here. 

5 For a discussion covering earlier proceedings before 
the Illinois Commerce Commission involving these 
wholesale rates see Natural Gas Pipeline Co. v. Slattery 
3o2 U.S. 300, 21 P.U.R. (N.S.) 255 (1937). 
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purpose of disposing of the motion for an 

interim order the commission accept the fol- 

lowing: 

“(1) The companies’ estimate of the life of their source 
of supply, to wit: 23 years, 1932 to 1954, inclusive. 

“(2) The companies’ claim that they will go out of busi- 
ness when this specific source of supply is ex- 
hausted. 

“(3) The companies’ book figures for capital expenditures 
to date. 

““(4) The companies’ estimate of the total gross capital 
expenditures over the period 1932 to 1954, inclu- 
sive. 

“(s5) The highest present rate-base figure for the com- 
panies’ actual properties testified to by the compa- 
nies’ witnesses. 

“(6) The companies’ estimate of revenue and operating 
expenses for the next few years embracing the 
reasonably immediate future.” 


Counsel for the company contended, 
among other things, that the FPC has no 
jurisdiction under the Natural Gas Act to 
enter the interim order sought by the mo- 
tion until all the company’s witnesses have 
been cross-examined by counsel to the IIli- 
nois commission and the FPC and shall have 
been examined on redirect, and until the 
FPC and the Illinois commission shall have 
presented all their witnesses and such wit- 
nesses have been cross-examined and the 
company has offered rebuttal testimony. 

In finding that the company had been af- 
forded due process of law by a full and fair 
hearing, the Federal Power Commission con- 
cluded: 


“The record discloses the companies have been accorded 
and have properly taken advantage of every opportun- 
ity to present all reasonably essential evidence that they 
desired with respect to every factor bearing on both the 
jurisdictional and substantive aspects of the problem 
before us. ... 

“It is quite apparent that the defendant-respondent 
companies have presented all evidence that they deemed 
pertinent upon the question of fairness and reasonable- 
ness of their rates. The record discloses that throughout 
the hearings the Trial Examiner was extremely liberal in 
permitting the introduction of evidence by the compa- 
nies. Moreover, the companies have had a full opportun- 
ity, which they have exercised, to cross-examine all 
witnesses offered so far by counsel to either commission 
and to offer all rebuttal testimony in explanation and 
clarification which they desired with respect to the testi- 
mony of such witnesses. They have had full opportunity, 
which they have exercised, to develop whatever facts 
they chose on redirect examination of such of their wit- 
nesses as have been cross-examined. However, they can- 
not be heard to complain that they have not yet been 
able to examine on redirect their own witnesses who 
have not yet been cross-examined, nor is it essential to a 
full hearing on the motion before us that they be per- 
mitted to cross-examine or rebut witnesses who have not 
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yet been offered by counsel for the commissions. . . . 

“«,.. Weare satisfied that the constitutional require- 
ments of due process have been met. Our view finds 
complete support in the New England Divisions Case, 
261 U.S. 184....” 


Assumed Rate-Base. The company wit- 
nesses claimed the following rate-base: 


Reproduction cost new exclusive of gas 
reserves 


$56, 302,250 
Less “viewed” depreciation 2,866 


1758 


Present value of physical properties ex- 
clusive of gas reserves 

Present value of gas reserves 

Allowance for future capital expenditures 

Going value 

Working capital 


$53,435,492 
$13,334775 
6,046, 286 
8, 500,000 
975,000 


$82,291,553 

After stating that it would accept the 
company’s estimate of reproduction cost new, 
claimed present value of gas reserves, and its 
claim for working capital, the commission 
stated that it could not accept, even for the 
purpose of an interim order, the full claim of 
the company for future capital expenditures. 
The company contended that during the 
period from June 1, 1939 to December 31, 
1954, the date when it estimates its sources of 
gas supply will be exhausted, $9,145,083 will 
have an expended for capital improve- 
ments; of this sum only $6,046,286 was 
claimed as part of the rate-base by applying 
the principle of average investment. Al- 
though the commission agreed that in fixing 
rates for the future, reasonable estimates of 
property additions in the immediate future 
should be taken into consideration, the com- 
mission also felt that such improvements 
might not, if built, be used and useful. There- 
fore, it concluded that the estimate of addi- 
tions for the period June 1, 1939 to December 
31, 1942 was ample for the purpose of dispos- 
ing of the motion. The company’s entire esti- 
mate of $3,808,399 for this period was al- 
lowed. 

The commission also disallowed the claim 
of $8,500,000 for going value on the grounds 
that it was an arbitrary claim not supported 
by substantial evidence, and that in any 
event there was a sufficient allowance in the 
rate-base to more than adequately cover all 
elements of value. 

The commission disregarded the com- 
pany’s deduction of $2,866,758 for “viewed” 
depreciation because of the use of the sink- 
ing fund method of amortizing the entire 
investment, which was approved by the com- 
mission for the purpose of this motion. It is 
generally agreed that where the sinking fund 





PUBLIC UTILITIES DEPARTMENT 


method of depreciation is employed (amor- 
tization of investment is used in the instant 
case in lieu of depreciation and depletion), 
an undepreciated rate-base is proper. 

The total rate-base allowance was $74,420,- 
424; the company’s claim was $82,291,553; 
this may be compared with book cost of prop- 
erties plus working capital ($975,000) as of 
December 31, 1939, totalling $60,952,279. 

Amortization—Depletion. The company 
claimed that the present fair value, includ- 
ing estimated value of estimated future capi- 
a additions, should be amortized over the 
remaining estimated life of the gas reserves 
available to them; the commission rejected 
this and found that the total investment 
should be amortized and that the amortiza- 
tion period should be the /ota/ estimated life 
of the business, i.e., 23 years rather than the 
remaining life of the business, i.e., 15 years. 

In discussing the investment which is to be 
the basis for determining the amount to be 
deducted for amortization and the rate of in- 
terest on the sinking fund, the commission 
said: 

“The amortizable investment is the total investment 
estimated to be made during the life of the companies, 
less the salvage value at the end thereof, For the purpose 
of disposing of the motion before us we accept the claim 
of the companies that this investment will amount to 
$78,284,009, inasmuch as the amount subject to amorti- 
zation is the total investment during the life of the 
enterprises, it follows that the amortization period 
should be the same period, namely twenty-three years 
(from 1932 to 1954). 

“The record discloses that evidence was introduced 
showing the applicability of the sinking fund method of 
amortization to the facts herein. The companies claim 
the interest rate in the sinking fund formula should not 
exceed two per cent. However, we feel that 634 per cent 
should be used. Where an interest rate lower than the 
allowed rate of return is used, unjust enrichment of the 
companies at the expense of the consumers is a most 
likely result. Under the sinking fund method, consumers 
are given no credit by way of a reduced rate-base for the 
amortization expense which in effect is charged against 
them. If, therefore, a rate of return of 614 per cent is 
fair and equitable for the company, by the same token it 
would seem to be fair and equitable in computing the 
amortization to be charged as an operating expense un- 
der the sinking fund formula. We will use that rate. 


6 This was computed as follows: 

Reproduction cost new of physical prop- 
erties (exclusive of gas reserves) 

Value of gas reserves 

Capital additions for the period June 1, 
1939 to December 31, 1942 

Working capital 


$56,302,250 
1353345775 


3,808,399 
975,000 


$74,420,424 


Total Rate-Base 
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“The annual amortization expense on an investment 
of $78,284,009 for a period of 23 years, at the 644 per 
cent sinking fund rate, is $1,557,852. We allow that 
amount.” 


Rate of Return. As stated above, both com- 


missions submitted testimony and exhibits 
covering rate of return. The commission wit- 
nesses were cross-examined by the company 
which also presented redirect and rebuttal 
testimony on this issue. The commission, re- 
lying in part on the Bluefield case (262 U.S. 
679) which discussed comparative invest- 
ments, stated that it would allow, for pur- 
poses of this order, a return of 614% on the 
adjusted rate-base: 

“Tt is interesting to note that the defendants-respond- 
ents [company] do not ask that we find a fair rate of re- 
turn but assert ‘a minimum of eight per cent should be 
allowed defendants as a just and reasonable return on 
the value of their property.’ An expert for the Illinois 
Commerce Commission testified that a fair return for 
these companies ‘did not exceed six per cent.’ The brief 
of counsel to this Commission states that ‘the fair rate 
of return is six per cent—and in no event should it ex- 
ceed 614 per cent.’... for the purpose of disposing of 
the motion before us, .. . 634 per cent is a fair annual 
rate of return upon the rate-base allowed.” 


Of interest is some of the reasoning of the 
commission in arriving at this rate, since it 
is one of the few pronouncements on rate of 
return for wholesale companies: 


“‘Ample evidence of record indicates that the compa- 
nies would have no difficulty in financing at a low cost if 
they restricted their securities to a proper amount, with 
reasonable ratio of bonds, preferred and common stock. 
There is substantial evidence of record indicating that 
the companies could finance on as favorable a basis, if 
not a more favorable basis, than any natural gas produc. 
ing and transmission company in the United States. 
There is testimony of record indicating in this connec- 
tion that with earnings of 6.2 per cent to 6.5 per cent a 
sound pipeline company could easily finance on a basis 
of 40 per cent bonds, 20 per cent preferred stock, and 40 
per cent common stock, with yield or return to the pub- 
lic of 3.5 on the bonds, 5.75 per cent on the preferred and 
8 per cent on the common stock. The cost of money to 
such company would be 3.75 per cent for the bonds, 6.10 
per cent for the preferred, and 10 per cent cost of floating 
the common stock. On such basis of financing, the inter- 
est coverage would be 4.68 times.” 


‘Undoubtedly this order will be reviewed 
by the United States Supreme Court. It will 
be interesting to note whether that Court 
sustains the “interim order” as a regulatory 
device. If it does, the method will no doubt 
be followed by other federal as well as state 
commissions. 


Assistant Attorney General, A.L. STEIN 


State of Illinois 
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Urban Land 


Drellich, Edith Berger and Emery, Andree. 
Rent Contror 1n War AnD Peace. New 
York: National Municipal League, 1939. 
pp. 124. 50 cents. 


This book, a study prepared for the Laws 
and Administration Committee of the 
Citizens’ Housing Council of New York and 
er by the National Municipal League 

ecause of its general interest, assumes 
added significance in view of the wars abroad 
and their effect on American economy. It 
seems inevitable that the industrial expan- 
sion brought about by our national ikon 
program will add to or create housing 
shortages in many localities. And it is en- 
tirely possible that these shortgages will drive 
rents up to the point where they constitute 
a harsh burden on large numbers of families, 
notwithstanding the fact that the Federal 
Government is already taking steps to ex- 
pedite housing projects where they are 
needed to supplement the defense program. 
The foresight of the Citizens’ Housing 
Council in anticipating the need for new 
rent control measures and preparing its 
recommendations in advance may thus bear 
fruit—unfortunately so, one might add. 

Specifically, nine recommendations are 
listed, among which are the following: that 
rent control should become operative in 
times of housing shortage accompanied by 
excessive increases in rents; it should be 
established by legislation, and should apply 
to emergencies wherever and whenever they 
arise, “emergency” being defined in the law; 
local public rent boards should be established 
to formulate rent control procedure in detail 
and administer it; mandatory surveys should 
be undertaken periodically to make possible 
the prompt determination of an emergency; 
prevention of speculative increases and the 
establishment and maintenance of fair rents 
should be the objective, “fair rents” being 
determined according to a valuation in 
terms of “prudent purchase price in normal 
times”; and fair rent courts should also be 
set up. A detailed study of the operation of 
rent control measures in this country during 
the years 1917-1929 and a short sketch of the 


present housing shortage comprise the bulk 


of the book. 

Scott KEyYeEs 
United States Housing Authority, 
Washington, D.C. 


Mandel, H. Robert. Reat Estate Man- 
AGEMENT. New York: Ronald Press Co., 


1939. pp. 218. $4.00. 

This book should find a definite place in 
the still all too meager collection of literature 
dealing with the business of property man- 
agement. Starting with a discussion of the 
great variety of duties performed today by 
the well rounded management office, Mr. 
Mandel draws upon the rich experience of a 
successful metropolitan firm to present his 
subject. True, the approach is almost en- 
tirely along the lines of apartment building 
management, and to the extent that it does 
not deal adequately with the peculiar prob- 
lems of loft and office building operation, 
such as office layout, percentage leases, etc., 
the book lacks specific application. Also, in 
any study which sets out to cover so wide a 
field within limited space, there arise ques- 
tions of emphasis with which the individual 
reader may disagree. For example, a more 
thorough discussion of the important prob- 
lem of real estate tax assessments and tax 
rates, and the agent’s responsibility in con- 
nection therewith, might have been included 
to advantage. 

Emphasis, however, is not so important 
here as is the fact that the author has 
brought together for intelligent examination 
the several aspects of urban real estate 
management. The organization of the agency 
office itself, the many details which must be 
given constant attention in the physical 
operation of any large building, and the rela- 
tionship of agent to tenant are all fully dis- 
cussed. 

Perhaps the greatest usefulness of the 
volume will be found by those conducting 
courses in property management. Heretofore 
the instructor has had to rely for collateral 
reading assignments on an assortment of 
magazine articles, monographs, and one or 
two books long out of print and available 
only in libraries. With the publication of this 
volume, however, he now has available an 
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“up to date” textbook that will provide 
continuity and background for the entire 
course. Certainly the book should be part 
of the library of every firm managing real 
estate, and might well be made required 
reading for every young man embarking on 
a career in a management office. It can also 
be read profitably by the owners of commer- 
cial real estate; from it they will not only 
gain a better understanding of their agents’ 
problems, but it will give them as well a 
sound basis for judging the efficiency of the 
particular agent’s organization. 

Wit.iam H. Doucuty 
Partner, Aldis §§ Company, 
Chicago, Illinois 


Land Resources 


Murray, William G. Farm AppralsAL. 
Ames, Iowa: Iowa State College Press, 
1940. PDP. tx, 254. $2.25. 

Because no generally accepted appraisal 
system is used in America, American rural 
appraisers have long felt the need for a book 
dealing with the theory and practice of farm 
real estate appraisal. Mr. Murray says that 
the fact that more than one method of ap- 
praisal is now in use should not be disturbing 
to the reader. He is of the opinion that if 
different points of view did not exist there 
would be less hope for progress in solving the 
difficult problems of farm appraisal. 

In presenting the principles of appraisal 
the author follows each step in actual a 

raisal procedure. In the first part of the 
hock he deals specifically with principles and 
procedure of obtaining a complete descrip- 
tion and inventory of the physical charac- 
teristics of the land and buildings. He shows 
how an accurate appraiser’s report can en- 
able even one who ee not seen a farm to 
visualize it in detail. He believes that an ap- 
praisal map can best present the relation of 
the physical properties of the farm to pro- 
ductivity rating. Appraisers agree that it is 
necessary to examine and analyze the physi- 
cal make-up of the farm before they can ar- 
rive at an accurate value. 

In the second part of the book Mr. Mur- 
ray discusses the methods of translating the 
physical inventory into dollar value. He says 
that valuation, the final step in appraisal, 
may be made by the income method, the 
sales-comparison method, or by a combina- 
tion of the two. Since income value and sales 
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value remain at the same level except for 
short periods of variation, it is obvious that 
there must be some fundamental connection 
between them. This relationship according 
to Mr. Murray exists because sales value is 
based on farm-product prices. Sales value is 
the most accurate estimate of the future 
income from land which buyers and sellers 
can make. Sales price includes the price 
paid for the amenities—for church, school, 
proximity to church and school, type of 
road, attractiveness of the farmstead, na- 
tionality and composition of the com- 
munity, and intangibles which will be 
weighed by the buyer and seller. 

Mr. Murray points out that there is little 
or no disagreement about the appraisal of 
farm productivity, but that opinions di- 
verge on the best method of converting pro- 
duction estimates into value. On the one 
extreme are those who favor the use of sales 
price or sales value as “bench marks,” or 
standards of appraisal; at the other extreme 
are those who would determine value by the 
capitalization of net rental income. In their 
connection with the price level, these two 
methods have a common basis. The income 
approach rests upon the arbitrary choice of a 
price level for farm products. The sales- 
value approach depends upon the selection 
of a level of values either higher or lower 
than, or the same as, the present level. This 
point is vital because the sales value, on 
whatever level it be, is associated with a level 
of farm-product prices. 

In conclusion, Mr. Murray says that no 
single method of appraisal is likely to be 
suitable for all types of farms, or in all sec- 
tions of the country. He feels that an ap- 
praisal policy allowing flexibility in method 
might be an acceptable solution. Such a 
policy might call for the use of both income 
and sales-value methods in each appraisal. 
The author stresses the importance of com- 
parison, a feature so fundamental that it 
might well be considered an indispensable 
ac of every appraisal. Each appraiser may 

elp in arriving at a uniform method both 


by comparing each farm he appraises with 
those he has previously appraised, and by 
comparing his appraisals and his appraisal 
methods with those of other appraisers. 
Farm ae is a valuable contribution 


to appraisal literature. It will be of assistance 
to rural appraisers and to teachers of farm 
appraisal. A study of this text, as of any 
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pioneering text, reveals the need for further 
research, particularly with regard to factors 
related to productivity and value. 

JosepH ACKERMAN 


Farm Foundation, 
Chicago, Illinois. 


Public Utilities 


Lutz, Harley L. THe Taxation or RaltL- 
ROADS IN NEw JERSEY. Princeton: Prince- 
ton University Press, 1940. pp. viii, 208. 
$2.50. 

Here at last is a clear and understandable 
analysis of the problems of railroad taxation 
in a state where railroad taxation has be- 
come almost incomprehensible. Professor 
Lutz outlines the development of such sys- 
tem as they have in New Jersey, analyzes 
its operation and results, makes concrete 
criticisms, and offers practical proposals for 
reconstructing the whole system of railroad 
taxation in the state. Since the problems are 
somewhat similar in most of the states, 
Professor Lutz’s study will be a valuable 
contribution to the general problem of rail- 
road taxation. 

The section of most immediate interest to 
students in this field will probably be Chap- 
ter III, which is “A Criticism of the ad 
valorem Theory of Railroad Taxation.” This 
is a penetrating analysis of the theoretical 
aspects of the problem, though there will 
naturally be some disagreement with regard 
to final conclusions. The writer would offer 
two criticisms here. 

Ist. Those who so scathingly reject the 
ad valorem taxation of railroads, on the 
ground of the impossibility of ascertaining 
the “true value” of the roads, all seem to 
imply (perhaps they don’t mean to) that 
the “actual” and “true” value of other 
property is something that can be handily 
ascertained. Professor Lutz speaks of rail- 
road valuations as being “in the realm of 
fiction” and quotes Professor Bonbright’s 
reference to “‘pseudo-valuations used by the 
assessors.” The writer happens to be some- 
what familiar with valuations in both fields 
and would be inclined to feel that there is 
probably as much “fiction” and “‘pseudo- 
valuation” in the assessment of real estate 
and general property as in the case of the 
railroads. Moreover, he would hazard the 
conjecture that, if the railroads were really 
valued systematically and uniformly, year 
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in and year out, on the basis, say, of capitali- 
zation of earnings and market value of se- 
curities, free from political pressure and 
intentional manipulation, the result over a 
period of years would be nearer to “true 
value” than are the present assessments of 
property in general. 

and. Professor Lutz’s condemnation of 
the use of market value of securities seems 
to the writer entirely too severe. For in- 
stance, the customary criticism that deal- 
ings in the market represent only a small 
part of the total capitalization of the rail- 
roads, we supposed had been disposed of. 
Professor Lutz says: 

“The price that one investor, or a group of investors, 
would pay for a certain proportion of the equity or the 
debt is no guide whatever to the price they would pay 
if their object was to acquire the whole property.” 


The price paid for wheat at a given time or 
over a given period is no guide to the price 
one would have to pay if he set out to buy 
up the whole crop. Yet the Department of 
Agriculture constantly uses these quotations 
in its valuation of the wheat crop and other 
crops. Even the prices paid for urban front- 
age are no guide to what one would have to 
pay if he undertook to buy up all the front- 
age at one time. Yet we use these prices 
in determining the basic “standard unit 
values” for purposes of so-called scientific 
assessment. 

Professor Lutz points out that stock mar- 
ket buying is not always “intelligent.” But 
neither is the buying of real estate or any- 
thing else—as most of us have learned to our 
sorrow. But it is the dealings of these buyers 
and sellers—intelligent and unintelligent— 
that make market values what they are, 
and it is this market value that we are trying 
to get at. 

Professor Lutz holds (p. 91) that 

“At best, it is simply another way of giving considera- 
tion to the income factor, and for the reasons brought 
out below, it is a less satisfactory method of doing this 
than that of capitalizing the income itself.” 


Yet Professor Lutz himself further along 
criticizes market values because they reflect 
the influence of fears, rumors, and other 
“forces extraneous to the market itself.” 
Here we would point out (a) that these 
forces are not really extraneous to the 
market—these are the forces that make 
markets in every field; (b) that it is the 
market’s ability to reflect these and other 
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forces that differentiates market values from 
a simple capitalization of earnings; and (c) 
that it is this same ability of the market to 
reflect considerations of all kinds that makes 
market prices an important index of value. 

With Professor Lutz’s proposals for re- 
form of railroad taxation, including the sub- 
stitution of a gross earnings tax for ad 
valorem taxation, we presume most students 
in this field will agree, and will wish him 
success in his practical efforts to secure their 
adoption in New Jersey. We can waive some 
minor theoretical differences for such an 
achievement as that. 

HERBERT D. Simpson 

Professor of Public Finance, 
Northwestern University 


Healy, Kent T. THe Economics or TRANS- 
PORTATION IN AMERICA. New York: Ron- 
ald Press Co., 1940. pp. xviii, 595. $4. 
Transportation has long been a favorite 

subject of economists. So many books have 
been written on the subject that it is easy 
to find a great deal of parallelism both as 
to content and style. Originality is often 
sought but seldom gained. 

For at least three good reasons, however, 
Mr. Healy’s Economics of Transportation 
will appeal both to the student and to the 
individual engaged in transportation. First, 
it contains a comprehensive treatment of 
recent economic developments—cost stud- 
les in competitive rate-making, for example. 
Second, it is organized functionally rather 
than historically, clearly separating such 
aspects as consumer demand, building of 
facilities, pricing, finance, management, 
labor, and regulation. Finally, the spirit of 
inquiry avowed by the author in his preface 
seems well maintained throughout, with 
conclusions well bridled to the facts and with 
a notable absence of prejudice. 

The book opens with a 35-page thumb-nail 
sketch of transportation history from early 
highways and canals to pipe lines and air 
transportation. Following the historical in- 
troduction the book is divided into four 
parts: (1) The Demands for Transportation 
in Economic Society—consumer demand for 
transport of things and of people; (2) The 
Building of the Nation’s Transportation 
Facilities—opening with a discussion of tech- 
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nological progress and following with the 
evolution of highway, waterway, railway, 
and airway facilities; (3) The. Functioning 
of Transportation Facilities-opening with 
66 pages devoted to comparative transpor- 
tation costs by highway, pipe line, water- 
way, airway, and railway, followed by pric- 
ing policies and rate-structures, finance, 
management and labor (Some excellent 
recent data are presented in this part.); and 
(4) The Economic Regulation of Transpor- 
tation by Government—opening with the 
development of railway regulation and regu- 
lation of other carriers and then presenting 
the results of economic regulation on rail- 
road rate-structures, finance, and operation, 
followed by a brief treatment of the more 
recent results of the regulation of other than 
rail carriers. 

In introducing the fourth and final part 
of his treatise entitled “Economic Regu- 
lation of Transportation by Government,” 
the author significantly comments that in 
any study of transportation economics the 
regulatory function is very likely to come in 
for the lion’s share of the discussion pri- 
marily because of the vast amount of readily 
available documentary evidence on regula- 
tion as compared with management, labor, 
and related phases of applied transportation. 
Rather than stress the legal problems of 
regulation Mr. Healy attempts to emphasize 
the ‘“‘derived economic aspects of it.” 

Students of transportation as well as those 
actually engaged in some phase of the indus- 
try wil eames the scientific attitude of 
the author in arriving at his conclusions 
which, at least to the reviewer, seemed in 
all cases to be well fortified by the facts, yet 
stimulatingly constructive. For example, 
after describing the development of motor- 
carrier regulation he says: 


“The true public interest would seem best served if 
regulation in its inter-carrier ramifications were re- 
stricted to keeping rates in line with costs, preventing 
restriction of smaller carriers by the larger ones, and 
facilitating interchange between carriers when cost and 
service possibilities make it desirable.” 


STANLEY BERGE 


Lecturer in Transportation, 
Northwestern Untversity 
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